file///Y J/2004/05_28_10Q_A.htm

----- BEG N PRI VACY- ENHANCED MESSAGE- - - - -

Proc- Type: 2001, M C- CLEAR

Ori gi nat or- Nane: webrast er @ww. sec. gov

Ori gi nat or - Key- Asynmet ri c:
MFgwWCg YEVQgBAQ CAf 8DSgAWRWI AV2s NKK9AVt Bz YZnt 6aG | WK3XniZv3dTIl Nen
TWBM7vr zLADbmYQai onwg5s DWBP6oaMbD3t dez Xvhivz 1 T+B+t wi DAQAB

M C- I nfo: RSA- MD5, RSA,
Vh5f NI f ¢S] S3Ur 8ZAb+Cv4Jn6Waf zYOh/ GeLr nEzwphLKehPOKi r Aok SpV2N7bUF
| PBuxZhTEnt gl k4AFFZS0Ow==

<SEC- DOCUMENT>0000950129- 04- 003747.txt : 20040528
<SEC- HEADER>0000950129- 04- 003747. hdr.sgm : 20040528
<ACCEPTANCE- DATETI ME>20040528164206

ACCESSI ON NUMBER: 0000950129- 04- 003747
CONFORMED SUBM SSI ON TYPE: 10-Q A
PUBLI C DOCUMENT COUNT: 3
CONFORMED PERI OD OF REPORT: 20040331
FI LED AS OF DATE: 20040528
FI LER:
COVPANY DATA:
COVPANY CONFORMED NAME: | SECTOR CORP
CENTRAL | NDEX KEY: 0001020017
STANDARD | NDUSTRI AL CLASSI FI CATI ON: WHOLESALE- COVPUTER & PERI PHERAL EQUI PMENT & SOFTWARE [ 5045]
I RS NUMBER: 760515249
STATE OF | NCORPORATI ON: DE
FI SCAL YEAR END: 1231
FI LI NG VALUES:
FORM TYPE: 10-Q A
SEC ACT: 1934 Act
SEC FI LE NUMBER: 001- 31949
FI LM NUVBER: 04838915

BUSI NESS ADDRESS:

STREET 1: 6401 SOUTHWEST FREEWAY
aTy: HOUSTON
STATE: TX
ZI P: 77074
BUSI NESS PHONE: 7137952000
MAI L ADDRESS:
STREET 1: 6401 SCQUTHWEST FREEWAY
aTY: HOUSTON
STATE: TX
ZI P: 77074

files/l/Y /2004/05_28_10Q_A.htm (1 of 52)8/18/2004 5:29:05 AM



file///Y J/2004/05_28_10Q_A.htm

FORVER COWPANY:
FORVER CONFORMED NAME: ALLSTAR SYSTEMS | NC
DATE OF NAME CHANGE: 19960730
</ SEC- HEADER>
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<DESCRI PTI ON>1 - SECTOR CORPORATI ON - AMENDMENT - MARCH 31, 2004
<TEXT>

<PAGE>
FORM 10-Q A
SECURI TI ES AND EXCHANGE COWM SSI ON
WASHI NGTQN, D.C. 20549
(Mark One)

| XI QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURI TI ES EXCHANGE
ACT COF 1934

For the quarterly period ended March 31, 2004
oR

| _| TRANSI TI ON REPORT PURSUANT TO SECTI ON 13 OR 15(d) OF THE SECURI TI ES EXCHANGE
ACT OF 1934

For the transition period fromJanuary 1, 2004 to March 31, 2004
Conmi ssion file nunmber: 0-21479

| - SECTOR CORPORATI ON
(Exact name of Registrant as specified in its charter)

DELAWARE 76- 0515249
(State of incorporation) (I.R S. Employer ldentification No.)
6401 SOUTHWEST FREEWAY
HOUSTON, TEXAS 77074
(Address of principal executive offices) (Zi p code)

REG STRANT' S TELEPHONE NUMBER | NCLUDI NG AREA CODE: (713) 795-2000
(Fornmer nane, forner address, and fornmer fiscal year,
i f changed since l|ast report)

I ndi cate by check mark whether the registrant (1) has filed all reports
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required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1934 during the preceding 12 nonths (or for such shorter period that the
registrant was required to file such reports), and (2) has been subject to such
filing requirenents for the past 90 days. Yes [X] No [ ]

APPLI CABLE ONLY TO REG STRANTS | NVOLVED | N BANKRUPTCY PROCEEDI NGS DURI NG THE
PRECEDI NG FI VE YEARS:

I ndi cate by check mark whether the registrant has filed all docunents and
reports required to be filed by Section 12, 13 or 15(d) of the Securities
Exchange Act of 1934 subsequent to the distribution of securities under a plan
confirmed by a court. Yes [ ] No [ ]

(APPLI CABLE ONLY TO CORPORATE REG STRANTS)

I ndi cate the nunmber of shares outstanding of each of the registrant's
cl asses of common stock, as of the |latest practicable date.

Qut st andi ng
Title As of May 26, 2004
Common St ock, g?bi-par val ue per share 4,827?%%2-;h;;é;_bhiéiénding
<PACGE>
PART | | NDEX TO CONSOLI DATED FI NANCI AL STATEMENTS
| - SECTOR CORPORATI ON
FORM 10- Q A

QUARTER ENDED MARCH 31, 2004

Part 1. Financial Information
Item 1. Condensed Consolidated Financial Statenents - |-Sector Corporation

(Unaudi t ed):

Condensed Consol i dat ed Bal ance Sheets at Decenmber 31, 2003 and March 31,
2004

Condensed Consolidated Statenments of Incone for the three nonths ended
March 31, 2003 and 2004

Condensed Consol i dated Statenment of Stockholders' Equity for the three
nont hs ended March 31, 2004
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Condensed Consolidated Statenents of Cash Flows for the three nonths
ended March 31, 2003 and 2004

Not es to Condensed Consolidated Financial Statenents

Item 2. Managenent's Di scussion and Anal ysis of Financial Condition and Results
of Operations

Item 3. Quantitative and Qualitative D sclosures about Market Risk

Item 4. Controls and Procedures

Part 1l1. Oher Information
Item 1. Legal Proceedings
Item 2. G her Information
Item 6. Exhibits
Si gnat ures
<PAGE>
PART 1. FI NANCI AL | NFORVATI ON
| TEM 1. FI NANCI AL STATEMENTS
| - SECTOR CORPORATI ON AND SUBSI DI ARI ES
CONSOLI DATED BALANCE SHEETS
(I'n thousands, except share and par val ue anmounts)
<TABLE>
<CAPTI ON>
DECEMBER 31, MARCH 31,
2003 2004
(Unaudi t ed)
<S> <C <C
ASSETS
Current Assets:
Cash and cash equival ents . ... ... $ 2,172 $ 1,724
Accounts receivable - trade, net of allowance of $612 and $590 .............. 9, 757 9, 417
Accounts receivable - affiliates ....... ... .. . e 16 6
Accounts receivabl e - other ... ... .. . . . . . e 29 27
Not es receivable, net of allowance of $373 and $438 ............ ... ... ........ 676 1, 062
LNV OF Y o 1,038 1, 315
Cost and estimated earnings in excess of billings ............................ 1,452 2,204
QL her CUIr eNnt aSSelL S . oot e e e 943 548
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Total cUrrent aSSet S ... .. e

Property and equi pment, net of accumul ated depreciation of $1,887 and $2,004 ......

Not es recei vabl e,

long-term net of allowance of $250 and $250 ...................

Patent license rights, net of accunulated anortization of $265 and $293 ...........
Deferred of fering COStS . ... e e e e e
O her intangible assets, net of accumulated anortization of $335 and $386 ........

Tot al

Current Liabilities:

ASS Bl S . e e

LI ABI LI TI ES AND STOCKHOLDERS' EQUI TY

Not es payabl e and current portion of long-termdebt ..........................
Account s payabl e ... ...
Billings in excess of cost and estimated earnings ............... ...,
ACCIUBd BXPENS S o .ttt ittt e
Net liabilities related to discontinued operations ...........................
Def erred reveNUE . ... ...

Total current liabilities ... ... . e e

Long-term debt ....

Commitments and Conti ngenci es

St ockhol ders' Equity:
Preferred stock, $.01 par value, 5,000,000 shares authorized,
NO Shares [ SSUBO . ... .. i e e
Common stock, $.01 par val ue, 15,000,000 shares authori zed,
4,762,809 and 4,803,794 issuUed .. ...t
Additional paid in capital ....... ... . .
Additional paid in capital - other ........ . . . . . . . . . . e

Treasury stock,
Ret ai ned deficit

at cost 811,800 and 811,800 shares ............ ...

Total stockholders' equity ....... .. e e e

Tot al

</ TABLE>

<PAGE>

Liabilities and Stockholders' Equity ........... ... ... .. ......

See notes to consolidated financial statenents

3

| - SECTOR CORPCORATI ON AND SUBSI DI ARI ES
CONSOL| DATED STATEMENTS OF | NCOVE

(I'n thousands, except share and per share anmounts)
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(Unaudi t ed)
<TABLE>

<CAPTI ON>

<S>
Revenue:

Products ... ... .. .
SEI VI CBS it
CUStOM Proj €CtS .. i e

Total revenue ........... ...

Cost of goods and servi ces:

Products ........ ..
SBI VI CBS ottt e
CUSTOM Proj eCtS . ..ot

Three nont hs ended March 31,

Total cost of goods and services ...............

Goss profit ... ... ... . .. .

Selling, general and administrative expenses ......

Qperating income (10SS) ........ .. ...
Interest and other income, net ....................

Inconme (loss) fromcontinuing

operations before incone taxes ..................

I NCOME 1 aXeS ..

Net incone (loss) from continuing

operati ONS . ... . i e

Di sconti nued operations:
Loss on disposal of discontinued

operations, net of taxes ........................

Net income (10SS) ...... ...,

Net incone (|l oss) per share

Basi c:
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2003 2004

<C <C

$ 6,722 $ 10, 194

1, 289 1,944

2,069 2,137

10, 080 14, 275

5, 904 8,491

1,100 1, 286

801 962

7, 805 10, 739

2,275 3,536

3,376 3,499

(1, 101) 37

10 19

(1, 091) 56

- - 5

(1, 091) 51

-- (12)

$ (1, 091) $ 39
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Net income (loss) from continuing

oOperati onNs . ... ... $ (0. 30)
Loss on disposal of discontinued
operations, net of taxes ............... ... ... ..... --

Net incone (loss) per share ....................... $ (0.30)
Di | ut ed:
Net income (loss) from continuing

oOperati ons . ... $ (0. 30)

Loss on disposal of discontinued
operations, net of taxes ........................ --

Net incone (loss) per share ....................... $ (0.30)

Shares used in conputing net
i ncome (loss) per share

Basi C ..o 3, 630, 285
Diluted ...... . 3, 630, 285
</ TABLE>
See notes to consolidated financial statenents
4
<PAGE>
| - SECTOR CORPORATI ON AND SUBSI DI ARI ES
CONSOLI DATED STATEMENT OF STOCKHOLDERS' EQUI TY
(I'n thousands, except share anmounts)
(Unaudi t ed)
<TABLE>
<CAPTI ON>
$.01 par val ue
Common St ock
Shar es Anmount
Tot a
<S> <C <C <C <C
Bal ance at Decenber 31, 2003 4,762, 809 $48
6, 619

Reval uati on of options to consultants -- --
(150)
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Addi ti ona

$ 0.01
$ 0.01
$ 0.01
$ 0.01
3,978, 407
4,544, 406
Addi tiona
Pai d-1In
Capital - Treasury
O her St ock
<C <C
$ 337 $(1, 373)
(150) - -

Ret ai ned
Deficit

<>
$( 3, 246)



file///Y J/2004/05_28_10Q_A.htm

$(3,207)

12

201
18
(182)

431
12
(277)
(168)
245
618
(752)
(150)

Exerci se of conmon stock options 40, 985 -- 59 -- --
-- 59
Net incone -- -- -- -- --
39 39
Bal ance at March 31, 2004 4,803, 794 $48 $10, 912 $ 187 $(1,373)
6, 567
</ TABLE>
The acconpanyi ng notes are an integral part of this
consol idated financial statenment
5
<PAGE>
| - SECTOR CORPORATI ON AND SUBSI DI ARI ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(I'n thousands)
(Unaudi t ed)
<TABLE>
<CAPTI ON>
Three Months Ended March 31,
2003
<S> <C
CASH FLOAS FROM OPERATI NG ACTI VI TI ES
Net 1 NCOME (1 0SS) ..t $(1,091)
Adj ustnents to reconcile net inconme (loss) to net cash provided by (used in)
operating activities:
Net loss fromdiscontinued operations ............. ... iiiinneinan. --
Tax benefit fromdiscontinued operations ............ ... i --
Depreciation and anortizati On . ... . ... ... 165
Loss on retirement of asset s .. ... ... 4
Bad debt expense (FreCOVeri €S) ... e e e e 482
Changes in assets and liabilities that provided (used) cash:
Accounts receivabl e, net .. ... .. 16
Accounts receivable, affiliates and other ......... .. ... ... ... ... . ... . ... 47
LV BNt OF Y L (87)
Notes receivabl @ . ... ... 290
QL her CUIrent aSSet S ... .. (145)
Account s payabl @ ... ... . (780)
Cost and estinated earnings in excess of billings ........................ (199)
Billings in excess of cost and estimated earnings ........................ 194
ACCIUEBO EXPENSES . . ittt e e e 126
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Def erred revenUe . ... .. (26)
Net cash provided by (used in) continuing operations ............... (1,004)
Net operating activities fromdiscontinued operations ............... .. ......... (258)
Net cash provided by (used in) operating activities ................ (1, 262)
CASH FLOAS FROM | NVESTI NG ACTI VI Tl ES:
Capital expendi tUresS . . ... (173)
Net cash used in investing activities .......... ... .. ... . . .. (173)

CASH FLOAS FROM FI NANCI NG ACTI VI TI ES

Exercise of sStoCk Options . ... .. .. .. 1

Paynments on notes payabl e . ... .. . . . . e (68)

Not es payable - interest bearing borrowings on credit line ..................... --

Net cash wused in financing activities ........... .. .. .. ... .. ....... (67)

NET DECREASE I N CASH AND CASH EQUI VALENTS .. ... e e e e e (1, 502)
CASH AND CASH EQUI VALENTS AT BEGNNING OF PERI QD ... ...t e e 3,491
CASH AND CASH EQUI VALENTS AT END OF PERIOD . ..ottt e et $ 1,989
SUPPLEMENTAL DI SCLOSURES OF CASH FLOW | NFORMVATI ON

Cash paid for interest . ..... ... . e e $ --
SUPPLEMENTAL NONCASH | NVESTI NG AND FI NANCI NG ACTI VI Tl ES:

Reval uation of options granted to consultants ............ ... .. ... . ... . ... .. .... $ --

Ofering COSES ACCrUE . ... ... e e e e --
</ TABLE>

See notes to consolidated financial statenents

6
<PAGE>
| - SECTOR CORPORATI ON AND SUBSI DI ARI ES
NOTES TO CONDENSED CONSOLI DATED FI NANCI AL STATEMENTS
(I'n thousands, except share and per share anmounts)

1. DESCRI PTI ON OF BUSI NESS AND SUMMARY OF SI GNI FI CANT ACCOUNTI NG PCLI ClI ES

| -Sector Corporation and subsidiaries ("l-Sector" or the "Conpany") is
engaged in selling and supporting |IP tel ephony solutions as well as related
network infrastructure, their proprietary conputer-tel ephony software, and
perform ng renote-enabl ed managed services for the informati on and conmuni cati on
technol ogy used by their custoners:

o] I nternetwork Experts, Inc. ("INX') is a network professiona
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services and integration organi zati on focused on delivering
conprehensive Cisco-centric | P conmunications solutions to clients
ranging fromnmd-size to large enterprises. | P comunications

sol utions include design and inplenentation, ongoing support and
applications enabl ement. Supporting practice areas include network
architecture, security, and wireless. To provide these services |INX
enpl oys highly trained | P communi cati ons consultants and network
engi neering staff, who are trained and experienced in both |arge,
conpl ex network infrastructure technol ogy and I P communi cati ons

t echnol ogy.

o] Stratasoft, Inc. ("Stratasoft") creates and narkets software rel ated
to the integration of conputer and tel ephone technol ogies. This
software is used by professional contact centers and other conpl ex,
hi gh- vol ume tel ephony environnments and is nmarketed under the trade
nane "Stratasoft”. Stratasoft intends to use its conputer telephony
sof tware devel opment expertise to create and market new software
products that enhance Cisco-centric |IP tel ephony sol utions.

0 Val erent, Inc. ("Valerent") provides information technol ogy
solutions that lower its client's expense by utilizing centralized,
renote enabl ed conputi ng nanagenent tools which predict, announce
and manage service interruptions. Additionally Val erent provides
custoners with traditional conputer services such as on-site and
carry-in computer repair, application support, operating system and
network migration services, turn-key outsourced |IT hel pdesk
solutions, technical staff augnmentation for |IT hel pdesk operations,
and hel pdesk sol utions consulting services.

The condensed consolidated financial statements presented herein as of and
for the three-nonth periods ended March 31, 2003 and 2004 are unaudited,
however, all adjustnents which are, in the opinion of managenent, necessary for
a fair presentation of the financial position, results of operations, and cash
flows for the periods covered have been nade and are of a normal, recurring
nature. The results of the interimperiods are not necessarily indicative of
results for the full year. The consolidated bal ance sheet as of Decenber 31,
2003 is derived fromaudited consolidated financial statements but does not
i nclude all disclosures required by accounting principles generally accepted in
the United States of Anmerica. Al though nmanagenent believes the disclosures are
adequate, certain information and disclosures normally included in the notes to
the financial statenents have been condensed or omitted as pernitted by the
rul es and regul ati ons of the Securities and Exchange Conmi ssion. These interim
statenments should be read in conjunction with the consolidated financi al
statements and notes thereto included in |-Sector's 2003 Annual Report on Form
10-K

| -Sector's significant accounting policies are as foll ows:

RECLASSI FI CATIONS - Certain prior period amobunts in the statenents of cash
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flows presented herein have been reclassified to conformto current period
presentati on.

USE OF ESTI MATES - The preparation of the financial statements in
conformity with accounting principles generally accepted in the United States of
Anerica requires managenent to nmake estimates and assunptions that affect the
reported anounts of assets and liabilities and di sclosure of contingent assets
and liabilities at the date of the financial statements and the reported anount
of revenue and expense during the reporting period. Actual results could differ
fromthese estinates.

REVENUE RECOCGNI TION - |-Sector has a nunber of different revenue
conponents, which vary between its reportable operating segnents. Each
reportabl e operati ng segnent has nore than one revenue conponent, and revenue is
recogni zed differently for each conponent (or "streani') of revenue earned by
operating segnent. The material revenue streams earned by |-Sector, sone of
whi ch are earned by nore than one operating segnent, and sone by only one
operating segnent, are

Products Revenue. Three of |-Sector's operating segnments earn revenue from
product shipnents. Product shipnment revenue occurs when products

manuf actured by other parties are purchased and resold to a custoner and
such products are contracted for independently of material services.

| - Sector recogni zes revenue from product shipnents when the product is

shi pped or delivered to the customer. In all three segnents, the four
criteria for

7

<PAGE>
revenue recognition have been net because: (1) there are witten, executed
contracts, or in the case of INX and Valerent, in sone situations there
are binding purchase orders; (2) delivery has occurred or services have
been rendered. Stratasoft, however, recognizes revenue on the percentage
of conpletion nethod, as described below, (3) the price is fixed or
determ nable, and (4) collectibility is reasonably assured. Each of
| -Sector's business segnents performcredit research prior to extending
credit. In Stratasoft’'s business segnent, a substantial portion of the
total contract price is received in cash or letter of credit when the unit
is installed.

Services Revenue. All of |-Sector's operating segnents earn revenue from
provi di ng stand-al one services revenue. This revenue consist of billings
for engineering and technician tinme, progranm ng services, which are
provided on either a hourly basis or a flat-fee basis, support contracts
and the service conponent of maintenance and repair service ticket
transactions. These services are contracted for separately from any
product sale, and generally for contracts of short duration are recognized
when the service is performed and when collection is reasonably assured
Two of |-Sector's segnents sonetimes earn agency fee revenue from vari ous
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sources, the primary source of which is referring customers to ot her

organi zations for which an agency fee is received. This revenue is

recogni zed at the earlier of when paynment is received or when notification
of ampunts being due is received fromthe entity paying such agency fee
and collectibility is reasonably assured

One of I-Sector's segnents, INX, has certain fixed and flat fee services
contracts that extend over three nonths or nore, and are accounted for on
the percentage of conpletion nmethod of nethod of accounting. The
percentage of revenue recogni zed in any particular period is detern ned on
the basis of the relationship of the actual hours worked to estinated
total hours to conplete the contract. Revisions of the estinmated hours to
complete are reflected in the period in which the facts necessitating the
revi sions become known. Wien a contract indicates a loss, a provision is
made for the total anticipated |oss

Custom Proj ect Revenue. One of |-Sector's segnments, Stratasoft, earns
revenue from projects that are recogni zed using the percentage of

conpl etion nethod of accounting for such revenue. The ngjority of
Stratasoft's revenue consists of systemsales in which it bundles its
proprietary software, along with third-party hardware products and
material related software custoni zation services, installation, training
services, warranty services and incidental post contract support ("PCS")
together under a single contract with the custonmer. PCS is insignificant
on such contracts for one year or |ess, and therefore, we have deterni ned
that the value of such PCS should not be unbundl ed fromthe project
revenue as set forth in paragraph 59 of SOP 97-2. Accordingly, such PCS
revenue i s recogni zed together with the project revenue, and the estinated
cost to provide the PCS is accrued. The value of the PCS is determ nable
within the contract, which defines the period that the PCS is granted and
offers renewal s at stated amounts, thereby defining the value of the PCS
The software custoni zation, together with the hardware custonization and
integration, represent a significant nodification, custom zation and/or
producti on of the product and, therefore, the entire arrangenent is
required to be accounted for using the percentage of conpletion nethod of
accounting pursuant to SOP 81-1. The percentage of revenue recognized in
any particular period is deternmined principally on the basis of the
relationship of the cost of work performed on the contract to estimted
total costs. The percentage-of-conpletion nethod relies on estinmates of
total expected contract revenue and costs. W follow this method since
reasonabl y dependabl e estimates of the revenue and costs applicable to
various stages of a contract can be nmade. Revisions of estinmates are
reflected in the period in which the facts necessitating the revisions
become known. When a contract indicates a |loss, a provision is nade for
the total anticipated |oss. The followi ng reflects the amounts relating to
unconpl eted contracts at:

<TABLE>
<CAPTI ON>
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Decenber 31,
2003
<S> <C
Costs incurred on unconpleted contracts .............. $ 1,019
Estimated earnings ............ i 3,117
4,136
Less: Billings todate ........... ... . ... . ... ... 2,946
Total .. $ 1,190
I ncl uded i n acconpanyi ng bal ance sheets under the
foll owi ng captions:
Cost and estinated earnings in excess of billings .... $ 1,452
Billings in excess of cost and estimted earnings .... (262)
Total .. $ 1,190

</ TABLE>

During March 2004, |-Sector's operating segnent Stratasoft deferred $180
of revenue for software products sold on a note that was not due within
twel ve nmonths of the note origination, and the related revenue was
deferred at

8
<PAGE>
March 31, 2004. Revenue fromthis sale will be recognized in the
accounting periods that paynents fromthe custoner are received

VENDOR | NCENTI VES - Fromtinme to tinme, the Conpany participates in
programnms provided by suppliers that enable it to earn incentives. These
i ncentives are generally earned based upon sal es vol unme, sales growth and
custoner satisfaction levels. The anpbunts earned under these progranms are
recorded as a reduction of cost of goods when earned and determni nable. The
amount of vendor incentives recognized can vary significantly between quarterly
and annual periods. During the three-nonth period ended March 31, 2004, the
Conpany recogni zed $622 in vendor incentives that relate to the six-nmonth
measur ement period ended January 31, 2004.

WARRANTY RESERVE - |-Sector records a warranty reserve related to certain
software products sold by its Stratasoft subsidiary. That reserve is classified
in accrued expenses and is anortized over the life of the warranty, which is
general |y twelve nonths, against actual warranty expenditures. This warranty
reserve relates to the estimate of warranty obligations from sal es of
Stratasoft's call center tel ephony systens, which consist of Stratasoft's
sof tware, configured hardware conponents as well as tel ephone support relating
to Stratasoft's software products. This liability anbunt has been consistently
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recorded within each period as a charge to cost of goods based upon five percent
of period revenue. This percentage was based upon a review of the costs of
providing the warranty work, which was initially perforned in connection with
the acquisition of the Stratasoft technology. Stratasoft incurs numerous types
of costs related to the warranty work, which includes |abor cost of technicians
and progranmers, hardware cost, the cost of devel opi ng and upl oadi ng software
patches related to "bug fixes", tel ephone support, and hardware parts cost
related to defective hardware sold as a part of a conplete Stratasoft system
The majority of these costs are individually insignificant amounts for which the
cost/benefit relationship does not warrant tracking, but which we periodically
assess and continue to estinmate at approximately five percent of Stratasoft
sales. As the actual costs are not tracked, Stratasoft anortizes the recorded
anounts to cost of goods over the average life of the contractual warranty
period as costs are believed to be incurred ratably over the warranty peri od.
The difference between the actual warranty costs incurred and the anount of
anortization is not considered to be materially different. The follow ng table
depicts the activity in the warranty reserve:

<TABLE>
<CAPTI ON>
Three Mont hs Ended
March 31,
2004
<S> <C
Bal ance, beginning of the period ........ $ 302
Additions to reserve .................... 90
Expenses of fset against reserve ......... (97)
Bal ance, end of period .................. $ 295
</ TABLE>

STOCK- BASED COMPENSATI ON - The Company has el ected to account for
st ock- based conpensation using the intrinsic value nmethod of accounting in
accordance with Accounting Principles Bulletin ("APB") No. 25 "Accounting for
Stock |ssued to Enpl oyees". Under this nmethod no conpensation expense is
recogni zed when the nunber of shares granted is known and the exercise price of
the stock option is equal to or greater than the fair value of the comobn stock
on the grant date. The Conpany has recorded no stock-based conpensation
associated with stock options granted to enpl oyees and directors inits
consol i dated statenment of operations. |-Sector and its subsidiaries apply the
fair value nmethod as prescribed by SFAS No. 123, as interpreted and anended, for
stock and stock options issued to non-enployees and during the three nonth
peri od ended March 31, 2004, recorded a $63 benefit. |If conpensation cost for
all option issuances had been determ ned consistent with the fair val ue method
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| -Sector's net incone (loss) per share would have increased to the pro-form
anmounts indicated below for the three nonth periods ended March 31, 2003 and
2004.

9
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<TABLE>
<CAPTI ON>
Three Mont hs Ended
March 31,
2003 2004
<S> <C <C
Basi ¢ and di | ut ed:
Net inconme (loss) as reported ......... $ (1,091) $ 39
Deduct: Total stock-based enpl oyee
conpensati on deterni ned
under fair val ue
based net hod for al
awards, net of related
tax effects ...... ... ... .. L. 10 22
Pro forma net incone (loss) ........... $ (1,101) $ 17
Ear ni ngs per share:
Basic - as reported ................... $ (0.30) $ 0.01
Basic - pro forma ..................... $ (0.30) $ 0.00
Diluted - as reported ................. $ (0.30) $ 0.01
Diluted - proforma ................... $ (0.30) $ 0. 00
</ TABLE>

EARNI NGS PER SHARE - Basic net inconme per share is conputed on the basis
of the wei ghted-average nunber of commopn shares outstandi ng during the periods.
Diluted net income per share is conmputed based upon the wei ghted-average nunber
of common shares plus the assuned issuance of common shares for all potentially
dilutive securities using the treasury stock nmethod (See Note 4).

FAI R VALUE OF FI NANCI AL | NSTRUMENTS - |-Sector's financial instruments
consi st of cash and cash equival ents, accounts receivable and accounts payabl e
for which the carrying val ues approximate fair val ues given the short-term
maturity of the instrunents. The carrying val ue of the Conpany's debt
instruments approximate their fair value based on estimtes of rates offered to
the Conpany for instruments with the same maturity dates and security
structures.

ACCOUNTI NG PRONOUNCEMENTS - I n January 2003, the FASB i ssued FASB
Interpretation 46 ("FIN 46"), "Consolidation of Variable Interest Entities - An
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Interpretation of ARB No. 51". FIN 46 addresses consolidation by business
enterprises of variable interest entities. This Interpretation applies
imediately to variable interest entities created after January 31, 2003, and to
variable interest entities in which an enterprise obtains an interest after that
date. It applies in the first fiscal year or interimperiod beginning after June
15, 2003, to variable interest entities in which an enterprise holds a variable
interest that it acquired before February 1, 2003. On Decenber 17, 2003, the
FASB to issued FIN 46(R), providing a deferral of the application of FIN 46 for
interests held by public entities in a variable interest entity or potentia
variable interest entity until fiscal periods ending after March 15, 2004. The
Company has assessed the inpact of FIN 46 on its financial statenents,
particularly its relationship with Allstar Equities, Inc., and adoption of this
statenment did not have an inpact on the Conpany's financial statenents.

2. DI SCONTI NUED OPERATI ONS

In 1999, |-Sector decided to sell both its conmputer products reselling
busi ness and its PBX tel ephone systens deal er business. During the periods
speci fied below, |-Sector recognized a gain (loss) on disposal, net of incone

tax provision, of these two businesses as foll ows:

<TABLE>
<CAPTI ON>
March 31,
2003 2004
<S> <C <C
Comput er Products Division (net of tax benefits
of $3 and $4, respectively) ........... ... .. .... $ (5) $ (9)
Tel ecom Division (net of taxes and tax benefits
of $2 and $(1), respectively) .......... ... .. ... 5 (3)
Net loss on disposal ............... ... . ... ........ $ -- $(12)
</ TABLE>

The bal ance sheet caption "Net liabilities related to di scontinued
operations" contains $557 and $642 at Decenber 31, 2003 and March 31, 2004,
respectively, of estimted future expenses related to the wi nding up of the
Tel ecom Di vi sion and the Computer Products Division, and includes anounts
related to settlenment of pending litigation and to Tel ecomwarranties. An
additional $85 relating to the rebate repaynent clains froma forner vendor was
reclassified fromaccrued liabilities to net liabilities related to discontinued
operations during the three nonth period ending March 31, 2004.

10
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3. SEGVENT | NFORVATI ON
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| -Sector has four reportabl e segnents:
Corporate. Corporate is not a revenue generating operating segnent. The

accounting policies of the business segnents are the same as those for
| - Sector eval uates performance of each segnent
Managenent views trade accounts receivable and inventory and not total
their decision-nmaking. Inter-segnent sales and transfers are not significant and
The tabl es bel ow

I NX, Stratasoft,

are shown in the Elinminations colum in the follow ng table.
show the results of the four reportable segnents:

For the quarter ended March 31, 2004:

<TABLE>
<CAPTI ON>

<S>

Revenue:
Products................
Services................
Custom projects.........

Total revenue..............
Cost of goods and
Servi ces:
Products................
Services................
Custom projects.....

Cost of goods and
Services..............

Goss profit...............

Sel ling, general and
admi ni strative expenses....

Operating incone (loss)....

I nterest and ot her incone,

I ncone from continuing operations before incone
I oo g S = = 2

Net income from continuing operations
Net | oss on disposal of discontinued operations,

2 S T 0 o Yo'
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Strat asoft

<C
$ -
2,137
2,137
962
962
1,175
1, 020
$ 155

Val erent and

Val er ent

| - Sector.
based on operating incone.
assets in

Cor porat e
<C
$ -
205
$ (205)

El i m nati ons

Consol i dat ed
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Trade accounts

receivable, net.......... $ 7,683 $ 1,127 $ 517 $ 90 $ - $ 9,417
Inventory.................. $ 817 $ 466 $ 32 $ - $ - $ 1,315
</ TABLE>

For the quarter ended March 31, 2003

<TABLE>
<CAPTI ON>
I NX Stratasoft Val er ent Cor por at e El i m nations Consol i dat ed

<S> <C <C <C <C <C <C
Revenue:

Products................ $ 6, 661 $ - $ 193 % - $ (132) $ 6, 722

Services................ 477 - 812 - - 1, 289

Customprojects......... - 2,069 - - - 2,069
Total revenue.............. 7,138 2,069 1, 005 - (132) 10, 080
Cost of goods and
Servi ces:

Products................ 5, 844 - 192 - (132) 5, 904

Services................ 516 - 584 - - 1, 100

Customprojects......... - 801 - - - 801

Cost of goods
and Services....... 6, 360 801 776 - (132) 7, 805

Goss profit............... 778 1, 268 229 - - 2,275
Selling, general and
adm ni strative expenses.... 945 1, 596 560 275 - 3,376
Qperating loss............. $ (167) $ (328) $ (331) $ (275) $ - $  (1,101)
Interest and Ot her I NCOMB, Nt . . . ... e e e e e e e e e 10
Loss fromcontinuing operations before i NCOME taXes. . .. ... e e e (1, 091)
L MM L AX S . o it e e e e e e e -
Net 10SS from continNUIi NG OPerat i ONS. . . ... e e e e e e e e e e e e e e e (1,091)
Net gain on disposal of discontinued operations, net of taxes.......... . ... i -
Bt | 0SS, ottt e $ (1,091)
</ TABLE>
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<TABLE>
<CAPTI ON>
I NX Stratasoft Val er ent Cor porate
<S> <C <C <C <C
Trade accounts
receivable, net.......... $ 4,175 $ 1, 166 $ 509 $ 77

Accounts receivable retained fromdiscontinued operations, net............... ... . ...

Total accounts recei vabl €, Net . ... ...

Inventory.................. $ 347 $ 486 $ 35  $ -

</ TABLE>

I nternati onal sales accounted for $356 or 3.7% and $654 or 4.6% of
consol i dated revenues and 21.8% and 30.6% of the Stratasoft segnment revenues in
the three nonths ended March 31, 2003 and 2004, respectively. Internationa
sales are derived prinmarily from Canada, the United Kingdom Gernmany, G eece,

I ndia, Egypt, the Philippines and G anada.

4. EARNI NGS PER SHARE

Basic EPS is conputed by dividing net incone (loss) by the
wei ght ed- aver age nunber of conmon shares outstanding for the period. Diluted EPS
i s based on the wei ghted-average nunber of shares outstanding during each period
and the assuned exercise of dilutive stock options and warrants | ess the nunber
of treasury shares assuned to be purchased fromthe proceeds using the average
mar ket price of the Conpany's common stock for each of the periods presented.

For the quarter ended March 31, 2003, |-Sector's potentially dilutive
options of 159,794 were not used in the calculation of diluted earnings since
the effect of potentially dilutive securities in conputing a |oss per share is
antidilutive.

The potentially dilutive options of the Company's whol | y-owned subsi di ary,
INX, (see Note 9) did not inmpact the calculation of |-Sector's earnings per
share for the three nonths ended March 31, 2003 since the effect would have been
antidilutive. In the three nonths ended March 31, 2004, net incone from
continuing operations for purposes of conputing the incone per share decreased
$4 for the assuned exercise of | NX options under the treasury nethod.

<TABLE>
<CAPTI ON>
Three Mont hs Ended
March 31,
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<S> <C <C

Nurer at or for basic earnings

per share:
Net incone (loss) from

continuing operations ............ $ (1,091) $ 51
Gain (loss) on disposal of

di sconti nued operati ons,

net of taxes ..................... -- (12)

Net income (loss) .................. $ (1,091) $ 39
Nurmer ator for diluted earnings

per share:
Net income (loss) from

continuing operations ............ $ (1, 091) $ 51
INX i ncome attributable to

potential mnority interest

net incone (loss) from

conti nui ng operations used

in conputing | oss per share ...... -- 4
Loss on disposal of discontinued

operations, net of taxes .......... -- (12)

Net income (loss) .................. $ (1,091) $ 34
Denoni nator for basic earnings

per share - wei ght ed-average

shares outstanding ............... 3, 630, 285 3,978, 407
Ef fect of dilutive securities:
Shares issuable from assuned

conversion of common stock

options and restricted

stock ... -- 565, 999
Denom nator for diluted

ear ni ngs per share -

wei ght ed- aver age shares

outstanding ...................... 3, 630, 285 4,544, 406

</ TABLE>

5. DEBT

On Septenber 27, 2001, Stratasoft, a subsidiary of |I-Sector, signed a note
payable to a third party for $725, payable in nonthly installnents through
February 2007. The note does not bear interest and |-Sector has inputed interest
at 5.5%to record the debt and rel ated patent |icense asset and has recorded
interest expense of $3 and $5 the three nonth periods ended March 31, 2003 and
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2004, respectively. This note is collateralized by Stratasoft's patent |icense
assets and Stratasoft has granted a security interest in its pending patent
application and the next two patent applications filed by Stratasoft. In
connection with this note payable, |-Sector has short-term debt maturing within
one year of $68 and $71 at

12
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Decenber 31, 2003 and March 31, 2004, respectively; and |ong-term debt of $184
and $165 at Decenber 31, 2003 and March 31, 2004, respectively.

In Cctober 2001, I-Sector signed a non-interest bearing note payable for
$39 payable in nonthly install nments through Cctober 2004. In connection with
this note payable, |-Sector has short-termdebt maturing within one year of $10

and $6 at Decenber 31, 2003 and March 31, 2004, respectively.

I n Decenber 2003, |-Sector signed a 36-nobnth non-cancel able capital |ease
for the purchase of equipnent. I|-Sector inputed interest at 10%to record the
debt on which I-Sector has recorded $2 interest expense for the three nonth
period ending March 31, 2004. In connection with this capital |ease, |-Sector

has recorded short-termdebt maturing within one year of $18 and $17 at Decenber
31, 2003 and March 31, 2004, respectively; and |ong-term debt of $45 and $39 at
Decenber 31, 2003 and March 31, 2004, respectively.

The borrow ng base anount under the Textron facility is generally the sum
of 80% of eligible accounts receivable (the "Accounts Advance Anmount") plus the
| esser of: (a) 90% of eligible inventory purchased by |-Sector from manufactures
wi th whom Textron has acceptabl e repurchase agreenments, plus 40% of ot her
eligible inventory; (b) $4,000,000; or 30% of the Accounts Advance Amount. An
account receivable will not qualify as an eligible accounts receivable if, anobng
other things, it is not paid within 90 days after |-Sector's invoice date, the
customer has failed to pay nore than 25% of all accounts receivable owed by the
customer to I-Sector within 90 days after the invoice date, or to the extent
that the custoner's total accounts receivable exceed 15% of all |-Sector's
eligible accounts receivable. In February 2004, the syndication | oan docunents
were executed and the credit line increased from $10,000 to $15,000. Inventory
floor plan borrowings are reflected in accounts payable in the acconpanyi ng
consol i dat ed bal ance sheets, except for $1,688 and $1,204 that is interest
bearing and is reflected in short termdebt in the acconpanyi ng consoli dated
bal ance sheets at Decenber 31, 2004 and March 31, 2004, respectively. Borrow ngs
accrue interest at the prime rate (4% at March 31, 2004) plus 2.5% on
out st andi ng bal ances that extend beyond the vendor approved free interest
period. This agreenent is collateralized by substantially all of I|-Sector's
assets except its patent license assets. The | oan agreenent contains restrictive
covenants neasured at each quarter end and requires |-Sector to maintain mninmm
tangi bl e capital funds, nmamintain mninumdebt to tangible capital funds ratio,
and achieve a fixed charge coverage ratio. At March 31, 2004, |-Sector was in
conpliance with those | oan covenants effective at that date and antici pates that
it will be able to conply with its |oan covenants for the next twelve nonths. In
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the event |-Sector does not nmaintain conpliance, it would be required to seek
wai vers from Textron and Silicon Valley Bank for those events, which, if not
obt ai ned, coul d accel erate repaynent and require |-Sector to seek other sources
of finance. At March 31, 2004, |-Sector had $6,930 outstanding on inventory
floor plan finance borrowi ngs, and the remaining credit availability was $8, 070,
subject to borrowing limtations as described above.

6. COWM TMENTS AND CONTI NGENCI ES

LI TIGATION - I n August 2002, Inacom Corp. ("Inacom') filed a lawsuit in
the District Court of Douglas County, Nebraska styled Inacom Corp v. |-Sector
Corporation, f/k/a Allstar Systens, Inc., claimng that |-Sector owed the sum of
approxi mately $570 to Inacomas a result of Inacom s termination of a Vendor
Purchase Agreenent between |nacomand |-Sector. |-Sector believes that the claim
is without nerit and intends to vigorously contest the denmand.

In March 2003, |-Sector and other parties were notified of a demand for
return of paynents relating to the business activities of a call center
custonmer. In March 2004, |-Sector was inforned by the claimant that clainms wll
not be pursued at this tine. |-Sector believes that the clainms against it, if

re-initiated, are without nmerit and intends to vigorously contest any demands
related to this natter.

|-Sector is also party to other litigation and claims whi ch managenent
believes are normal in the course of its operations. Wile the results of such
litigation and clains cannot be predicted with certainty, |-Sector believes the
final outcome of such matters will not have a materially adverse effect onits
results of operations or financial position.

7. RELATED PARTY TRANSACTI ONS

The Conpany | eases office space fromAllstar Equities, Inc., a Texas
corporation ("Equities"), a conmpany wholly owned by I-Sector's Chief Executive
O ficer. On Decenber 1, 1999 Equities purchased the Conpany's corporate office
buil ding and executed a direct |ease with us with an expiration date of Decenber
31, 2004. In conjunction with Equities obtaining new financing on the building,
a new | ease was executed with the Conpany on February 1, 2002 with an expiration
date of January 31, 2007. The | ease has rental rates of $37 per nonth.

Fromtime to time, |-Sector makes short-termloans and travel advances to
its non-executive enpl oyees. The bal ance of approxinmately $16 and $6 relating to
these | oans and advances is included in the Conpany's consol i dated bal ance
sheets and reported as part of Accounts receivable - other at Decenber 31, 2003
and March 31, 2004.
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8. I NTANG BLE ASSETS
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On April 7, 2003, I-Sector's subsidiary, INX acquired certain assets and
liabilities of one of its conpetitors, Digital Precision, Inc. ("Digital").
Under the terms of the purchase, INX acquired fixed assets valued at $63,
inventory valued at $101 and intellectual property, custoner lists, tradenarks
trade nanmes and service marks, contract rights and other intangibles of Digita
val ued at $376, as well as assumed certain operating | eases of equi pnent and
of fice space in Austin, Texas and Dallas, Texas with a net future obligation of
$548. The office space in Dallas, TX was subleased with future rentals of $234.
The intangi bles are subject to anortization and have a three year expected life.
The purchase price was $540 in cash and, contingent upon the retention of
certain key enployees, the obligation to issue 1,800,000 shares of | NX conmobn
stock in April 2004. The contingency was resolved in April 2004, and |- Sector
recogni zed a mnority interest related to the issuance of INX s conmmobn stock
(see Note 9) resulting in additional intangible assets of approxinmtely $300.
The results of operations subsequent to April 7, 2003 are included in |-Sector's
consol i dated statenents of operations.

9. STOCK OPTI ON PLANS

The conpany has three stock-based option plans, the 1996 Incentive Stock
Pl an, the 1996 Non- Enpl oyee Director Stock Option Plan and the Incentive Plan
Under the Incentive Plan, all |-Sector enployees, including officers,
consul tants and non-enpl oyees directors are eligible to participate.

INX is the only |I-Sector subsidiary with an incentive stock option plan in
pl ace. Al other subsidiary plans except for INX were term nated i n Decenber
2003. The INX plan has not been presented to the sharehol ders of |-Sector for
approval . INX has granted incentive awards under its incentive plan, and such
awar ds have been granted to certain enpl oyees and to managenent of |NX Under
INX's plan such options vest typically ratably over three to five years. In
Decenber 2003, the Conpany anended option agreenents with INX's two nost senior
executives to convert to a fixed 5-year vesting schedule fromone that was
determi ned based on the percentage of attainment of predefined financial goals
by I NX. No stock-based conpensation was recorded as the exercise price equal ed
or exceeded nmanagenent's estimated fair value of the | NX commopn stock. Any
unvested | NX stock options nay vest i mediately upon the occurrence of a
liquidity event for that subsidiary. 5,440,000 of the options contain an
exercise restriction which only allows vested options to be exercised upon the
occurrence of a liquidity event or one nonth prior to the option's expiration
date. The INX options expire ten years after the grant date if they are not
exerci sed. The INX stock option grants are subject to dilution when I|-Sector
purchases additional shares of the subsidiary stock in order to keep the
subsidiary sufficiently capitalized. INX has 8,274, 288 options granted and
out st andi ng, of which 3,395,166 are vested and 805, 000 are exercisable at March
31, 2004. The outstandi ng options have exercise prices ranging from$0.01 to
$0. 25 per share with a wei ghted average of $0.17 per share. There are no shares
in INX's plan available to be issued at March 31, 2004, and INX s plan has been
anended, effective Decenber 31, 2003 so that no further options may be granted
under the plan. The tables below reflect the ownership of INX at March 31, 2004
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and summarize the potential dilutive effect on I-Sector's ownership in INX if
all options granted at March 31, 2004 were fully vested and option grants were
exerci sed, and include the effects of the issuance of stock in 2004 relating to
INX's acquisition of certain assets and liabilities of Digital Precision, Inc.
The tabl e does not assune any repurchase of shares with proceeds from option
exerci ses.

<TABLE>
<CAPTI ON>
I NX Conmon Per cent
St ock of Tota
<S> <C <C
Omnership of INX shares at March 31, 2004:
Conmon Stock owned by I-Sector ................. 21,834, 333 100. 0%
Total Common Stock Qutstanding ................. 21,834, 333 100. 0%
Potential Future I-Sector Dilution of
Owner shi p:
Common St ock owned by |-Sector at
March 31, 2004 ... ... .. . 21, 834, 333 68. 4%
Options granted and outstandi ng at
March 31, 2004(1)(2)(3)(4) ... ... 8,274, 288 25. 9%
Conti ngent obligation to i ssue Common Stock
related to acquisition(5) ..................... 1, 800, 000 5. 7%
Total at March 31, 2004 ......... ... .. .. ... ... 31, 908, 621 100. 0%

</ TABLE>

(1) Options granted and outstanding at March 31, 2004 include option grants
for 4,100,000 shares of INX granted to the two senior executives of |NX
and vesting of these option grants was performance-based relating to the
percentage of predefined financial goals attained by INX while these two
seni or executives remai n enployed. In Decenber 2003, these option
agreenments were anmended to convert to a fixed 5-year vesting schedul e.

(2) Included in the option grants outstanding at March 31, 2004 are grants
for 1,881,692 shares granted to key enpl oyees related to the acquisition
Digital Precision, Inc. Gants for 500,000 of these shares vested Apri
2003.
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The bal ance of the grants for 1,381,692 shares, which were granted in
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Novenber 2003, vest over three years, starting in April 2004

(3) During the quarter ended Decenber 31, 2003, INX granted fully vested
options to purchase 1,200,000 shares of INX to the CEO and Chairman of
the Board of |-Sector Corporation. Such option grant was voluntarily
cancel ed by the CEO and Chai rman of the Board of 1-Sector Corporation in
February, 2004 in connection with the issuance of a warrant for 1.2
mllion shares to I-Sector on simlar terns. During the year ended
Decenmber 31, 2003, INX granted fully vested options to purchase 300, 000
shares to the President and CEO of INX. In addition, INX granted options
vesting over three years to various other enployees during the year
ended Decenber 31, 2003.

(4) The renmai nder of the shares included in INX option grants outstandi ng at
March 31, 2004 vests over either three or five years based upon
continued enpl oyment by INX of the individuals to whom such grants have
been made. All options granted by INX expire in ten years if
unexer ci sed

(5) The 1,800,000 shares were issued in April 2004 (See Note 8).

10. SUBSEQUENT EVENT

On May 12, 2004 the Conpany closed a public offering of 500,000 Units. The
Units began trading on May 7, 2004, on the Anerican Stock Exchange under the
synbol ISR U. Each Unit consists of two shares of conmon stock and one warrant
to purchase one share of common stock at a price of $12.45. The Units were
offered at a public offering price of $16.60 per Unit resulting in $6,500 in
estimated net proceeds. The underwiters have an option to purchase up to 75,000
additional Units to cover over-allotnments. The Conpany intends to use the net
proceeds of this offering primarily for working capital and to repay
i nterest-bearing debt

| TEM 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI T1 ON AND
RESULTS OF OPERATI ONS

The followi ng discussion is qualified in its entirety by, and should be
read in conjunction with, our consolidated financial statements, including the
notes thereto included el sewhere in this Form 10-Q A and our Form 10-K
previously filed with the Securities and Exchange Conm ssion.

SPECI AL NOTI CE REGARDI NG FORWARD- LOCKI NG STATEMENTS

This quarterly report on Form 10-Q A contains forward-|ooking statenents
within the nmeaning of the Private Securities Litigation Reform Act of 1995
relating to future events or our future financial performance including, but not
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limted to, statements contained in Item2. - "Managenment's Di scussion and
Anal ysis of Financial Condition and Results of Operations." Readers are
cautioned that any statenent that is not a statenent of historical fact,
including but not linmted to, statenents which nay be identified by words

i ncluding, but not limted to, "anticipate," "appear,” "believe," "could,"
"estimate," "expect," "hope," "indicate," "intend," "likely," "may," "mght,"
"plan," "potential," "seek," "should," "will," "would," and other variations or

negative expressions thereof, are predictions or estimations and are subject to
known and unknown risks and uncertainties. Numerous factors, including factors
that we have little or no control over, may affect the I-Sector's actual results
and may cause actual results to differ materially fromthose expressed in the
forward-1 ooki ng statements contai ned herein. In evaluating such statenents,
readers shoul d consider the various factors identified in |I-Sector's annua
report for 2003 on Form 10-K, as filed with the Securities and Exchange

Commi ssion including the matters set forth in Item1.- "Factors Wi ch My Affect
The Future Results OF Operations," which could cause actual events, performance
or results to differ materially fromthose indicated by such statenents.

GENERAL

We are a | eading regional provider of |IP tel ephony and ot her network
infrastructure and related i nplenmentati on and support services. The |P tel ephony
industry is characterized by rapidly evol ving and conpeting technol ogi es. W
conpete with larger and better financed entitles. Qur three principal offices
are located in Texas, and we prinarily market to potential customners
headquartered in, or naking purchasing deci sions from Texas. Qur |long-term
goal , however, is to becone one of the |eading national providers of
Cisco-centric network and I P tel ephony solutions to enterprises.

15
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We begi n Managenment's Di scussion and Anal ysis of Financial Condition and
Results of Operations with an overview of our strategies for achieving this goa
and becomi ng profitable. Froma financial perspective, these operating
strategi es have a nunber of inportant inplications for our results of operations
and financial condition.

STRATEGY

We plan to become profitable in 2004 by inplenenting the strategies
di scussed bel ow. W believe that our strategies will allow us to continue to
i ncrease total revenues in 2004. Mst inportantly, we also believe our
strategies will enable us to inprove our gross profit in 2004 by inproving our
gross margins on I NX revenue. At the sanme time, we will seek to contain the
relatively fixed conponents of our selling, general and adm nistrative expenses
so that those conmponents becone a relatively snaller percentage of tota
revenues. Al though selling expenses can generally be expected to increase as our
revenues increase, we believe that if we are successful in inplenmenting
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strategies, many general and adm nistrative expenses (such as managenent
sal ari es, admi nistrative wages and professional expenses) w |l decrease as a
percentage of our total revenues.

Qur key operating strategies are as follows:

o} seeking larger, full scale IP tel ephony inplenentation
projects, as opposed to snaller pilot projects;

o} i ncreasing the gross revenues from our hi gher gross margin
operations, such as INX services and Stratasoft custom
projects, as opposed to product sales, which typically produce
narrower gross nmargins;

o] aligning ourselves with Csco as our exclusive supplier for
the network and | P tel ephony equi pnent and technol ogy that we
of fer;

o} expandi ng geographically by acquiring conpl enentary busi nesses

and by opening our own offices; and

o} devel opi ng and marketing our own conputer tel ephony software
that operates with and augnents Cisco-centric |P tel ephony
products.

If we are successful in obtaining larger, full scale IP tel ephony
i mpl enent ati on projects, we expect that our gross revenues from both products
and services will increase because these projects, by their nature, typically
require a substantially higher |evel of our services and nore products than do
smal | er projects. Larger projects, however, can strain our financial resources.
For exanple, a potential custoner for a major |P tel ephony project may require
that we post a bid bond or perfornmance bond in order for us to be awarded the
project. This often occurs on conpetitive bids. Because of our financia
condition, bonding conpanies typically require that we provide security to
collateralize the issuance of its bond. W have been financially unable to
provide sufficient collateral in sone instances, and as a result have not been
able to obtain the bond. W believe we have occasionally |ost business that we
m ght have otherw se been awarded because we were unable to obtain the bond
required by the potential custoner.

Increases in the size and volunme of |IP tel ephony projects we undertake can
al so chall enge our cash nanagenent. For exanple, larger projects can reduce our
avai | abl e cash by causing us to carry higher |levels of inventory. Larger
projects can also require us to invest our available cash in | abor costs. This
i s because, in some cases, we do not receive payments from our custoners for
extended periods of tine. Until they pay us, all the cash we previously invested
in |labor and products on the project remains tied up. W expect that greater
amounts of our cash will becone invested in accounts receivable in the future if
we are successful in grow ng our business as we intend.
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To nmeet our cash requirenents to support this growh, we expect to rely on
capital provided fromour operations and our credit facility, which is
collateralized by our accounts receivable and substantially all of our assets.
During May 2004 we raised equity capital through a public offering of our equity
securities with net proceeds of $6.5 million. W intend to use the net proceeds
of this offering primarily for working capital and to repay interest-bearing
debt .

Al t hough over 75% of our revenue in 2003 was attributable to product
sales, the gross profit margins on sales of our services have been substantially
hi gher than those for sales of products, with the exception of sales of our
proprietary Stratasoft software products. In 2003, for exanple, the gross profit
margi n on sal es of products by INX was 12.4% while the gross profit margin on
sal es of services by INX for that year was 29.6% W therefore plan to increase
revenue from services, particularly our post-inplenentation services for IP
Tel ephony. The success of this aspect of our strategy |argely depends on our
ability to attract and retain highly skilled and experienced enpl oyees.

For the | ast three years, the |argest conponent of our total cost of sales
and service has been purchases of G sco-centric |IP tel ephony products by I NX
The majority of those purchases were directly from Cisco. W typically purchase
fromvarious whol esal e distributors only when we cannot tinmely purchase products
directly from G sco. Qur reliance on Cisco as the primary supplier for the
network and I P tel ephony equi pnent and technol ogy we offer neans that our
results

16
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of operations fromperiod to period depend substantially on the terns that we
are able to purchase these product from C sco and, to a much | esser extent, from
whol esal e distributors of Cisco's products. Therefore, our ability to nmanage the
| argest conponent of our cost of sales and service is very limted and depends
to a large degree on nmmintaining and growing our relationship with G sco. Qur
cost of products purchased from Ci sco can be substantially influenced by whet her
Ci sco sponsors sales incentive progranms and whether we qualify for the
incentives that Cisco offers.

We plan to also grow our business in other geographic areas through
strategic acquisition of simlar businesses or by opening our own offices. This
aspect of our strategy can affect our financial condition and results of
operations in many ways. The purchase price for business acquisitions and the
costs of opening offices may require substantial cash and may require us to
i ncur long termdebt. The expenses of a geographic expansion in an area nmay well
exceed the revenues attributable to a new business or office for sonme tinme, even
if it performs as we expect. Additionally, it is possible that our acquisition
activities may require that we record substantial anounts of goodwill if the
purchase consideration paid for an acquisition exceeds the estimated fair val ue
of the net identified tangible and intangible assets acquired. To the extent an
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acquisition results in goodwill, we will reevaluate the realization of that
goodwi I | at |east annually and adjust it as appropriate. The resulting
adjustment could result in significant charges to earnings in future periods.

Devel opi ng new or substantially inproved conmputer tel ephony software
products will likely require us to expend cash and record software devel oprent
expenses. Software devel opnent costs will likely be expensed because we expect
to incur substantially all costs prior to achieving technological feasibility in
devel oping a new or substantially inproved software product.

M NORI TY | NTEREST | N I NX

Since its formation in 2000, I NX has been our wholly-owned subsidiary. In
April 2004, INX ceased to be a wholly-owned subsidiary as the result of the
i ssuance of | NX comopn stock to the former owners of Digital Precision, which
INX acquired in April 2003. In connection with that acquisition, we agreed to
issue to the seller 1.8 million shares of | NX commobn stock as additiona
purchase consideration for their business if certain enployees remain enpl oyed
through April 4, 2004, the first anniversary of the acquisition. These
conditions were nmet and the INX stock was issued in April 2004. When that
occurred, our ownership percentage of INX s conmon stock declined to
approxi mately 92. 4%

I NX has al so granted stock options to enployees of INX to acquire INX
common stock pursuant to a stock option plan for |INX enployees. Additionally,
the I-Sector Warrant entitles us to acquire an additional 1.2 nmillion shares of
I NX conmon stock. The exercise prices for the I NX options and the |- Sector
Warrant range from $0.01 to $0.25 with a wei ghted average of $0.17. W estimate
that |-Sector's ownership in INX could be reduced to 69.5% assum ng that all of
the I NX options are exercised, we exercise the |-Sector Warrant and there are no
other changes in INX' s equity.

VWi |l e the existence of the unexercised INX options and the contingent
obligation to issue INX stock does not result in a mnority interest for
accounting purposes through March 2004, the actual issuance of INX stock in
April 2004 did result in a mnority interest. Because |-Sector will own |ess
than all of INXs stock, its interest in INX s future profits and | osses will be
reduced. Under U S. generally accepted accounting principles, |-Sector's
consolidated financial statenments in future periods will reflect a mnority
i nterest adjustment of the otherwi se reportable profits and | osses of I NX by the
percentage of minority ownership in INX |-Sector's percentage share of any cash
di vidends or other distributions paid by INX to its stockholders will |ikew se
be reduced by the percentage of minority ownership in INX. Additionally, if the
percentage of minority ownership of INX's stock grows as a result of future
exercises of INX options, that increase will cause a correspondi ng decrease in
the reportable share of INX's profits and | osses included in our consolidated
financial statenents, and our share of cash dividends and other distributions
from I NX
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Unli ke the boards of directors of our wholly-owned subsidiaries, the board
of directors of INXwill be required to be mindful of the interests of INXs
m nority stockholders, in addition to our interests, when considering whether to
approve business and financing transactions involving INX. For exanple, we may
be unabl e to cause the assets of INX to be pledged as collateral security for
i ndebt edness if the proceeds of that indebtedness disproportionately benefit us
or our wholly-owned subsidiaries in relation to INX. Conflicts of interest may
reduce our flexibility in structuring business and financing transactions
beneficial to us and our wholly-owned subsidiaries.

Contributions of capital to INX by us, in the formof stock purchases,
whi ch may be necessary to fund INX' s growth, could increase our percentage
ownership of I NX, but would use capital. Because of the potential mnority
interest in INX, we will be required to make capital contributions to INX on a
basis that is, in the good faith judgnent of our board of directors, fair to us
and the holders of the minority interest.

17
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M nority stock ownership in INX could al so subject us to lawsuits fromits
mnority stockhol ders conpl ai ning of our actions with respect to INX and its
m nority stockhol ders, even if the actions conplained of are ultinmately
determ ned to have been proper. For exanple, if we choose to cause INX to nerge
with, or sell all or substantially all of its assets to, another entity, the
mnority stockholders of INX may bring | awsuits seeking to block the transaction
or seeking to exercise statutory dissenters' rights with respect to the
transaction. Wiether or not successful, any such actions woul d cause us to incur
litigation costs and potentially reduce the benefit of any such transaction to
us.

The stock of INX is not publicly-traded. Accordingly, any shares of |NX
stock issued, including those issued to the forner owners of Digital Precision
upon exercise of INX options, are, and will be for the foreseeable future,
relatively illiquid. For this reason, and to elimnate the other consequences of
having a minority interest in a subsidiary, we believe that in the future we
will offer to exchange INX stock and stock options for common stock or stock
options to acquire our common stock. If we conclude such a transaction, the
aggregat e ownershi p percentage of our comon stock by our stockhol ders
i medi ately before the conversion or exchange transaction will be reduced by the
percentage of post-transacti on ownership acquired by the former minority
stockhol ders of INX Their post-transacti on ownership nmay be further reduced by
subsequent exercises of 1-Sector stock options that we may choose to exchange
for I NX stock options.

We cannot predict the percentage of ownership reduction to our
stockhol ders that may result fromany future exchange or conversion of |INX stock
and | NX options. The ownership reduction resulting fromany such transaction
may, however, be significant. W believe this may be the case principally
because:
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o} we expect that the total number of shares of our common stock
that we would be required to issue in any such transaction
woul d be approxi mately equivalent in value, as deternmined at a
future date, to the value of the INX stock and I NX options to
be exchanged at the sane future date;

0] the historical financial effect of INX on our business is
significant, as conpared with our other subsidiaries; and

o] we expect INX will continue to generate nobst of our revenue

If in the future we propose to exchange or convert |NX stock and | NX
options into |I-Sector conmpbn stock or options, we intend to appoint a specia
committee of our independent directors to negotiate any exchange ratio for the
transaction with the principal INX minority stockhol ders and option hol ders. The
facts and circunstances that the special committee may choose to consider and
the relative weights to be accorded themin negotiating the relative val ues of
our comon stock and I NX stock and in negotiating the exchange ratio for any
future transaction are natters that we intend to delegate to the discretion of
the special commttee. Accordingly, presently we cannot quantify the amount of
any future ownership reduction that our stockhol ders may experience in an
exchange transaction with I NX stockhol ders and option hol ders.

Under sone circunstances, we nmay be required by United States generally
accepted accounting principles to record substantial non-cash expenses if we
choose to exchange I NX stock or INX options into our conmon stock or options. W
are not now able to determ ne the amount or timing of any such charges. This is
because those matters will largely depend upon the timng and terns on which any
future exchange woul d occur, particularly the exchange ratio negotiated at the
time. Because nobst of our revenues in 2003 were generated by | NX and our
expectation is that this will continue for the foreseeable future, we believe
that any resulting non-cash expense charges could be substantial. Any such
future non-cash expenses charges could materially and adversely affect our
financial results of operations.

If we deternmine to undertake a transaction to exchange I NX stock or |INX
options into our common stock or stock options, we also plan to submt any such
transaction to our stockholders for their approval, even if not required by
Del aware | aw or the rules of the American Stock Exchange. Even if we believe
that such transaction is in our best interest, our stockholders may refuse to
approve it. If that were to occur, it could disappoint the expectations of those
INX minority stockholders and INX option holders in favor of the transaction,
sone of who are currently, and are expected to remain, key enployees. This could
cause enpl oyee norale and retention problens for us.

RESULTS OF OPERATI ONS

Overvi ew
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Sour ces of Revenue. Qur revenue is derived fromthree segnents represented
by our three operating subsidiaries, INX, Stratasoft and Valerent. During the
quarter ended March 31, 2004, INX, Stratasoft and Val erent accounted for 76.9%
15. 0% and 9. 6% respectively, of total consolidated revenue, and (1.5)% of
subsidiary revenue was elimnated in consolidation due to inter-conpany
transacti ons.

18
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I NX revenue consists of product and service revenue. Product revenue
consists of reselling C sco products and limted anmounts of conpl enentary
products by other manufacturers. Service revenue is generated by fees froma
variety of inplenentation and support services. Product prices for INX are set
by the market for Ci sco products, and provide our |owest gross margi ns. Service
revenue for INX has recently provided a higher gross margin that has generally
i nproved over the past several years as the cost of INX s technical resources,
which are reflected as a cost of service, has decreased as a percentage of
services revenue. Also, certain fixed and flat fee service contracts that extend
over three nonths or nore are accounted for on the percentage of conpletion
met hod of accounting. Historically, the majority of INX s services revenue has
been generated frominplenentati on services, which is project oriented and tends
to be volatile as projects are conpl eted and new projects comrence. As the
nunber, frequency and size of INX projects has grown, |INX has achieved better
utilization of its engineering resources resulting in inproved services gross
mar gi ns. The nornal sales cycles for corporate custoners typically ranges from
three to six nonths dependi ng on the nature, scope and size of the dea
i nvol ved. But our direct experience with school districts involved in eRate
funding (a governnental funding programfor schools) indicates that the sales
lead tine is generally about six to twelve nonths. In md-2003, |INX introduced
Net surant, its branded support service that consists prinmarily of custoner
service personnel and a support center that we believe could further inprove
overal| services gross margins. Through March 31, 2004, Netsurant service
revenue was not significant.

Stratasoft revenue consists primarily of custom project revenue fromthe
sal e of proprietary conputer-tel ephony software. Qur Stratasoft revenue is
reported as custom project revenue in our financial statenents, because it
consi sts of product and services which cannot be accounted for separately.
Stratasoft has traditionally provided our highest gross margin since it is
primarily sales of our proprietary conputer-tel ephony software. Qur cost of
goods sold for Stratasoft's custom project revenue includes the costs of
devel opi ng our conputer-tel ephony software products, installation costs, and the
cost of hardware and other equi prent bundl ed with our software applications and
included in a sale to a custoner. Stratasoft revenue al so includes sales to
resellers. The sales to resellers are recorded when the sal e beconmes fixed or
determ nabl e; otherw se revenue fromresellers is recorded when paynents becone
due.
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Val erent revenue consists of both product revenue and services revenue.
Product revenue consists of reselling primarily software products, and to a
| esser degree, hardware products, that facilitate Val erent's nanaged servi ces,
i ncl udi ng renote nanagenment software products fromAltiris, Inc., and security
sof tware products from Network Associ ates, Inc. Product sales prices for
Val erent are set by the nmarket for these products, and Val erent's product sales
have typically provided | ower gross profit margins than its services revenue.
Val erent's services revenue consists of renote and onsite technical assistance
to its custoners. Valerent's gross margin on service revenue, nmuch like INX s
i mpl enent ati on services revenue, is subject to variability based upon the
utilization of Valerent's billable technical resources. Recurring service
agreenments exist with sone custoners, but usually with varying terns and
conditions that conformto their year over year business changes and their
speci fic needs, and while these agreenents provide predictable and stable
sources of revenue, the loss of a recurring agreenent could disrupt the
stability of that revenue stream for Val erent.

Goss Profit and Gross Profit Margin. The mi x of our various revenue
components, each of which has substantially different |evels of gross margin,
materially influences our overall gross profit and gross nmargin in any
particular quarter. In periods in which service revenue or Stratasoft custom
proj ect revenue are high, as conpared to INX and Val erent product sales, our
gross margin generally inproves as conpared to periods in which we have higher
| evel s of product sales. Qur gross margin for product sales also varies
dependi ng on the type of product sold, the m x of |arge revenue product
contracts, which typically have | ower gross margin, as conpared to snaller
revenue product contacts, which typically have hi gher gross margin.

In addition, our quarterly gross profit and gross nmargin can be materially
af fected by vendor incentives received in certain quarterly periods, npbst of
whi ch are Cisco incentives received by INX. The incentive prograns sponsored by
Cisco currently enable us to qualify for cash rebates or product pricing
di scounts. These incentives are generally earned based on sal es vol une, sales
grow h and, custoner satisfaction |evels. The anounts earned under these
prograns are recorded as a reduction of cost of goods and can vary significantly
bet ween periods. Currently, incentives by Csco are paid seniannually, and are
typically paid in the first and third quarters of each cal endar year. Incentives
are recogni zed when we receive paynent fromthe supplier or when we have earned
and can reasonably estimte the anmount due fromthe supplier. During the three
nont hs ended March 31, 2004 we recogni zed $622, 000 i n vendor incentives, and we
accrued approxi nmately $100, 000 i n conm ssi on expense earned by sal es personnel
in association with this vendor incentive program

Expenses. A significant portion of our cost of services for each of our
servi ce businesses is conprised of |abor. Labor cost related to permanent
enpl oyees is generally fixed in the short-termso that higher |evels of service
revenue produce hi gher gross margins while |lower |evels of service revenue
produce | ower gross margins. Qur gross margin on services revenue fluctuates
fromperiod to period depending not only upon the prices charged to custoners
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for our services, but also upon the level of utilization of our technical staff.
Managenent of |abor cost is therefore inportant in order to
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prevent erosion of gross margin. Qur gross margin is also inpacted by such
factors as contract size, tine and nmaterial pricing versus fixed fee pricing,
di scounting, vendor incentives and other business and nmarketing factors normally
incurred during the conduct of business.

Selling, CGeneral and Adm nistrative Expenses. Qur selling, general and
admi ni strative expenses include both fixed and vari abl e expenses. Relatively
fi xed expenses in selling, general and admi nistrative expenses include rent,
utilities, pronotion and advertising, and adninistrative wages. Variable
expenses in selling, general and adninistrative expenses include sales
comm ssions and travel, which will usually vary based on our sales and gross
profit. Selling general and adm nistrative expenses al so i ncl ude expenses which
vary significantly fromperiod to period but not in proportion to sales or gross
profit. These include | egal expenses and bad debt expense both of which vary
based on factors that are difficult to predict.

A significant portion of our selling, general and adm nistrative expenses
relate to personnel costs, some of which are variable and others that are
relatively fixed. Qur variable personnel costs consist primarily of sales
commi ssions. Sal es conmi ssions are typically cal cul ated based upon our gross
profit on a particular sales transaction and thus generally fluctuate because of
the size of the deal and the m x of associated products and services with our
overall gross profit. Bad debt expense generally fluctuates somewhat in
proportion to sales |levels, although not always in the sanme periods as increases
or decreases in sales. Legal expense varies based on |legal issue activity, which
can vary substantially fromperiod to period. The remai nder of selling, genera
and admini strative expenses are relatively fixed and do not vary in direct
proportion to increases in revenue.

Acqui sition and Disposition. In the second quarter of 2003, |NX acquired
the fixed assets, inventory, intellectual property, custoner lists, trademarks
trade nanmes service marks, contract rights and other intangibles of Digita
Precision. In connection with that acquisition we al so assuned | eases for
equi prent and office space. Qur results of operations include those attributable
to Digital Precision on and after April 7, 2003. The purchase price for Digita
Preci sion was $540,000 in cash and 1.8 mllion shares of | NX combn stock which
we agreed to issue if certain enployees remain enployed through April 4, 2004,
the first anniversary of the acquisition. W did not recognize goodwi Il at the
time of the acquisition of Digital Precision, however, we will record
approxi matel y $300, 000 in intangi ble assets in connection with the 1.8 mllion
shares of INX stock we issued in April 2004.

The sal e of our conputer reselling and PBX tel ephone systens reselling
business in early 2000 and the sale of our IT Staffing business in 2001 resulted
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in a gain on disposal. Since the sale of these businesses, we have realized, in
various periods, income and expense from di scontinued operations that has been
primarily a result of litigation expenses and settlenent of litigation related
to our discontinued operations. W expect the income and expense from

di scontinued operations to decrease over tine and to eventually be elimnated
after these matters are fully resol ved.

Tax Loss Carryforward. Because of our operating |losses in 2003, we have
accunul ated a net operating loss carryforward for federal incone tax purposes
that, as of March 31, 2004, was approximately $2.4 mllion and is available to
of fset future federal and state taxable inconme. This carryforward expires in
2023. In addition to potential expiration, there are several factors that could
limt or elimnate our ability to use these carryforwards. For exanple, under
Section 382 of the Internal Revenue Code of 1986, as anended, use of prior net
operating loss carryforwards is limted after an ownership change. This type of
change could result fromthe offering we conpleted during May 2004, either alone
or in conmbination with other prior or subsequent offerings of equity securities.
If we achieve sustained profitability, which may not happen, the use of net
operating | oss carryforwards would reduce our tax liability and increase our net
i ncome and avail abl e cash resources. Wen all operating | oss carryforwards have
been used or have expired, we would again be subject to increased tax expense
and reduced earnings due to such tax expense.

Peri od Compari sons.

The following table sets forth, for the periods

i ndi cated, certain financial data derived fromour consolidated statenments of
operations. Percentages shown in the table bel ow are percentages of total
revenue, except for each individual segnment's cost of sales and services, gross

profit, selling, general and administrative expenses, and operating incone,

whi ch are percentages of the respective segnent's revenue, and the product and
service conponents of the INX and Val erent segnents' cost of goods sold and
gross profit, which are percentages of such segnent's respective product and
servi ce revenue.
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<TABLE>
<CAPTI ON\>
Anmount

<S> <C
Revenue:

INX produCt ..o $ 6,661

INX SBI VI CB .ttt 477
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Total INX revenue ........... ...,

Strat asoft

- CUStOM Projects ... i

Val erent producCt . ...... ... ..

Val erent se

TV G ot e e

Total Valerent revenue ........... .. ...,
Elimnati onsS revenue . ... ... . e e

Total revenue ........... ...

Cost of sales and service:

I NX product

I NX service

Total INX cost of sales and service ................
Stratasoft - Customprojects ............ ..
Val erent producCt . .... ... ...
Val erent ServVi Ce . ... e

Total Val erent cost of sales and service ...........
El i m nati ons of cost of sales and service ..................

Total cost of sales and service ....................

Gross profit:
I NX product
I NX service

Total INX gross profit ........ ... ... ... ... ... ...

Stratasoft

- CuUStOM pProjects ...

Val erent produCt . ....... .. ...

Val erent se

TV G o e

Total Valerent gross profit ........................

Total gross profit ....... ... ... . ... ... ... ....

Sel ling, general and adm nistrative expenses:

INX .......
Strat asoft
Val erent ..
Cor porate .

Total selling,

Operating inco
INX .......
Stratasoft

general and administrative expenses ............
me (Il oss):
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Val er eNnt .. (331) (32.9) (32)
GO PO At & . ottt (275) (NA) (205)
Total operating income (l10SS) .......... ... ........ (1,101) (10.9) 37
Interest and other income, net .............. ..., 10 (0.1) 19
Income (loss) fromcontinuing operations before inconme taxes .. (1,091) (10.8) 56
I NCOME 1 AX S . -- 0.0 5
Net incone (loss) fromcontinuing operations .................. (1,091) (10.8) 51
Di sconti nued operations:
Loss on disposal, net of taxes ......... ... ... . . i -- 0.0 (12)
Net income (10SS) ... . e $ (1,091) (10.8) $ 39
</ TABLE>
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QUARTER ENDED MARCH 31, 2003 COVPARED TO QUARTER ENDED MARCH 31, 2004

Total Revenue. Qur total revenue, net of interconpany elimnations,
increased by $4.2 million, or 41.6% from$10.1 nmillion to $14.3 nillion.

I NX revenue increased by $3.9 million, or 53.7% from$7.1 mllion to
$11.0 mllion. As a percentage of total revenue, INX revenue increased from
70.8%to 76.9% Product revenue increased $3.4 mllion, or 51.0%from $6.7
mllion to $10.1 million. INX service revenue increased $436, 000, or 91.4%from
$477,000 to $913,000. The increase in services is attributed to an increase in
t he nunber of |P Tel ephony projects which have hi gher service content than
traditional network infrastructure projects, as well as the IP tel ephony service
contract in Iraq. The increase in product sales is attributed to the adoption of
I P tel ephony technol ogy by our custoners requiring equi pmrent upgrades for
i mpl enentation, and the addition of the Austin, Texas office resulting fromthe
Digital Precision acquisition of April 2003.

Stratasoft revenue increased by $68,000, or 3.3% As a percentage of total
revenue, Stratasoft revenue decreased from20.5%to 15.0% Stratasoft's
i nternational sales accounted for 30.6% of Stratasoft's revenue as conpared to
21.8%in 2003. Stratasoft has its own internally managed sales force, but it
also utilizes dealer agreenments fromtine to tine with certain established
resellers in domestic and international markets that do not require the
conti nued invol venent of our personnel. Stratasoft derived $132, 000 or 6.2% of
its revenue fromsales to resellers during the quarter which conpares wth
$124,000 or 6.0% of its revenue in 2003. Sales to resellers are included in
revenue when the fees are fixed and determ nable; otherw se revenue from
resellers is deferred and recogni zed when the paynent becones due.

Val erent revenue increased by $360,000, or 35.8% from$1.0 mllion to
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$1.4 mllion. As a percentage of total revenue, Valerent revenue decreased from
10.0%to 9.6% The increase in Valerent revenue was primarily attributable to

i ncreased service revenue of $219,000 and increased product sales of $141, 000.
The increase in service revenue is primarily attributable to devel opment of
renmote services for clients to operate thenselves, the sale of the underlying
technol ogy to support renote nanagenent, and Val erent delivered renote nmanaged
services on behalf of clients, which was primarily related to Val erent naking
changes to its business nodel so that it no | onger pursued certain non-strategic
sources of services revenue. Valerent's business nodel now focuses on

i dentifying and devel opi ng markets with enterprise custoners.

Gross Profit. Qur total gross profit increased by $1.2 mllion, or 55.4%
from$2.3 miillion to $3.5 nmllion. Gross margin increased from22.6%to 24.8%
primarily because of the increase in gross margin in our |NX subsidiary
di scussed bel ow.

INX gross profit increased $1.2 nillion, or 157.5% from $778,000 to $2.0
mllion. INXs gross margin increased from10.9%to 18.3% INX s gross profit on
its product sal es conponent increased $862,000 or 105.5% from $817,000 to $1.7
mllion due to increased product sales revenue and a vendor rebate of $622, 000.
INX's gross profit on its service conponent increased $363,000, from ($39, 000)
to $324,000, and service gross margin inproved from (8.2% to 35.5% as a result
of increased service revenue of $436,000 with a sonewhat fixed cost of service
conmponent due to inproved utilization of technical personnel

Stratasoft gross profit decreased by $93,000, or 7.3% from$1.3 nillion
to $1.2 mllion. Stratasoft's gross margin decreased from61.3%to 55.0%
Stratasoft gross profit was inmpacted by the nmix of sales between "systens
sal es”, which include a hardware conponent, as conpared to "software only"
sal es, which do not have a hardware conponent. Stratasoft's decreased gross
profit is primarily due to a decreased "software only" conponent relative to the
"systens sal es" conponent of total Stratasoft sales. Software only sal es include
sales to reseller custonmers and do not require the continuing invol venent of our
per sonnel

Val erent gross profit increased by $129,000, or 56.3% from $229,000 to
$358, 000. Valerent's gross margin increased from22.8%to 26.2% Valerent's cost
of service consists primarily of fixed |abor cost that does not fluctuate
directly with changes in revenue. Valerent inproved its utilization of its |abor
pool by reducing the nunber of technicians enployed, relative to revenue, and
lowered its fixed cost, which contributed to inproved gross profits.
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Selling, CGeneral and Admi nistrative Expenses. Selling, general and
admi ni strative expenses increased by $123,000, or 3.6%from$3.4 nillion to $3.5
mllion. As a percentage of total revenue, these expenses decreased 9.0% from
33.5%to 24.5% Sal es conpensation increased $461, 000 due to additiona
personnel as the result of the Digital Precision acquisition in April 2003 and
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i ncreased conmi ssions generated fromthe increase in gross profit, and it also
i ncl udes approxi mately $100, 000 i n earned conmi ssions by sal es personnel in
association with the G sco vendor incentive program Bad debt expense decreased
$664, 000 due to recoveries of bad debt and decreases in all owances based on the
agi ng of receivables and credit worthiness of custoners. Legal and professiona
fees increased $88,000 primarily fromthe anortizaion of prepaid consultant
expenses of $91, 000, which was offset by a $20,000 decrease resulting fromthe
reval uati on of a non-enpl oyee stock option conmpensation for a different
consultant in addition to a $3,000 decrease in various attorney fees for
collection matters for a total net increase of $68,000. Administrative
conpensati on expense increased $168, 000 due to hiring additional |NX and
Stratasoft personnel in Houston, Texas, Dallas, Texas, Canada, India and the
addition of Austin, Texas office resulting fromthe Digital Precision
acquisition of April 2003. Payroll tax expense increased $34,000 in line with
the increase in conpensation expenses. Enployee benefits increased $39, 000 as a
result of additional personnel and policy rate changes. Contract |abor expense
decreased $46,000 prinmarily from Stratasoft termi nating contract |abor in India.
Travel expense decreased $14,000 due to reduced Stratasoft international travel
and INX travel for technical staff and managenent. General office expenses

i ncreased $48, 000 due to increased printing and general Conpany growt h.

I nsurance expense decreased $50, 000 because of policy and rate changes.

Shar ehol er rel ati ons expense increased $56, 000, due to enploying a sharehol der
relations firm attending investor conferences and visiting investor groups
however this expense was partially offset by a $43,000 reduction related to the
reval uati on of the non-enployee stock option conpensation for the investor
relation consultant for an overall net increase of $13,000. Depreciation expense
i ncreased $36, 000 due to asset additions and the Digital Precision acquisition
in April 2003. Rents increased $51,000 due to additional office space in Austin,
Texas and Dallas, Texas resulting fromthe Digital Precision acquisition in
April 2003. Advertising and pronotion decreased $23, 000 because Stratasoft
decreased its pronotion expense. Other corporate expenses increased $2,000 due
to conmpany grow h

Qperating Profit. Operating profit increased $1.1 mllion, or 103. 4% from
a $1.1 million loss to a $37,000 profit, primarily due to the $1.2 million
increase in gross profit being offset by the $123,000 increase in selling,
general and admi nistrative expenses. INX's operating profit increased $286, 000
or 171.3% froma loss of $167,000 to a profit of $119,000. Stratasoft's
operating profit increased $483, 000, or 147.3%froma | oss of $328,000 to a
profit of $155,000. Valerent's operating | oss decreased $299, 000 or 90.3% from
$331, 000 to $32,000. The operating loss for the Corporate Segnent decreased
$70, 000, froma loss of $275,000 to a loss of $205, 000.

Interest and Gther Incone, Net. Interest and other inconme, net, increased
by $9, 000, from $10,000 to $19,000, prinarily due to an increase in interest
i nconre of $50,000 from$ - to $50,000 on notes receivables and a foreign
transaction gain increase $18,000 from$0 to a gain of $18,000 which was offset
by a |l oss of $22,000 on the disposal of fixed assets resulting fromthe
downsi zing of Stratasoft's operations in India and an increase in interest
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expense of $22,000 from $5,000 to $27,000 due to increased borrow ngs used to
finance inventory purchases related to increased business activity. Qur

borrow ngs under the Textron credit facility decreased from%$7.6 mllion to $6.9
mllion while the interest bearing portion of our borrow ngs decreased from$1.7
mllion at Decenber 31, 2003 to $1.2 million at March 31, 2003

Net income. Net income increased $1.1 million, or 103.6% froma $1.1
mllion net loss to a $39,000 net inconme. The income tax expense for the period
was $5,000, and there is a net operating tax |oss carryforward of approxi mately
$2.4 nmllion as of March 31, 2004

Di scontinued Operations. During 1999, we discontinued our Tel ecom Systens
busi ness. On March 16, 2000, we entered into an agreenent to sell certain assets
of , and the ongoi ng operation of, our Conputer Products Division. The sale
transaction closed on May 19, 2000. On Decenber 31, 2000, we sold our IT
Staffing business. As a consequence of these events, the operations of these
busi nesses are reported as di sconti nued operations. For the quarter ended March
31, 2003, the gain (loss) on disposal related to these three busi nesses was
($5,000), $5,000 and $0, net of taxes and tax benefits of ($3,000), $2,000 and
$0, for a net total of $0. For the quarter ended March 31, 2004 the | oss on
di sposal related to these three businesses was $3, 000, $9,000 and $0, net of tax
benefits of $1,000, $4,000 and $0, for a total |loss of $12,000. The gai ns and/or
| osses on disposal in 2003 related to these di scontinued operations are
primarily related to collections of accounts receivables retai ned when these
busi nesses were sold. The expense in 2004 relates to | egal expenses associ ated
with pending litigation

23
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LI QUI DI TY AND CAPI TAL RESOURCES

Sources of Liquidity

Qur principal sources of liquidity are collections fromour accounts and
notes receivable, and our credit facility with Textron Fi nancial Corporation
(the "Textron Facility"). W use the Textron Facility to finance the majority of
our purchases of inventory, and to provide working capital when our cash fl ow
fromoperations is insufficient. During the three nmonth period ending March 31,
2004, we experienced positive cash flow fromoperating activities of $142,000 as
conpared to negative cash flow of $1.0 nmillion for the three nonths ended March
31, 2003. Qur working capital was $3.7 nmillion and $3.5 mllion at Decenber 31,
2003 and March 31, 2004, respectively.

Accounts and Notes Receivable. The tinming of our collection of accounts
and notes receivable and paynents of our accounts payable is one of the
principal influences on our cash flow fromoperations. W typically sell our
products and services on short-termcredit terns. We try to minimze our credit
risk by performng credit checks, obtaining letters of credit in certain
i nstances, and conducting our own collection efforts.

files///Y /2004/05_28_10Q_A.htm (40 of 52)8/18/2004 5:29:05 AM



file///Y J/2004/05_28_10Q_A.htm

We had accounts receivable, net of allowance for doubtful accounts, of
$9.8 nmillion and $9.4 nmillion at Decenber 31, 2003 and March 31, 2004,
respectively.

Qur Stratasoft subsidiary has accepted custoner notes receivable as part
of its consideration for certain of its customprojects sales. At Decenber 31
2003 and March 31, 2004, Stratasoft had net notes receivable of $928,000 and
$1.2 mllion, respectively. The followi ng table shows the breakdown of the tota
not es receivabl e:

<TABLE>
<CAPTI ON>
DECEMBER 31 MARCH 31
2003 2004
(DOLLARS | N THOUSANDS)
<S> <C <C
Current portion of notes receivable, gross .. $ 1,049 $ 1,404
Al l owance for doubtful notes ................ (373) (342)
Current portion of notes receivable, net .... 676 1, 062
Long term portion of notes receivable, gross 502 375
Al l owance for doubtful notes ................ (250) (250)
Long-term portion of notes receivable, net .. 252 125
Total notes receivable, net ................. $ 928 $ 1,187
</ TABLE>

Al ternatively, our Stratasoft subsidiary also has other sales that require
paynent to occur after nore than 90 days but |less than twelve nonths fromthe
date of the sale. Those outstanding bal ances are classified as accounts
recei vabl e on the acconpanyi ng bal ance sheets.

Inventory. W had inventory of $1.0 million and $1.3 nmillion at Decenber
31, 2003 and March 31, 2004, respectively. We try to mininm ze the anmount of
inventory on hand to reduce the risk that the inventory will becone obsolete or
decline in value. W have been able to do this by relying on the ready
avai lability of products fromour principal suppliers. As noted above, we rely
principally on our Textron Facility to finance our inventory purchases.

Textron Facility. On January 31, 2002, we entered into the Textron
Facility to provide financing for our inventory purchases. The total credit
avai |l abl e under the Textron facility, as anmended, is $15 mllion and it is
collateralized by substantially all of our assets other than our patent
Ii censes.
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As of March 31, 2004, we owed $6.9 million under the Textron Facility and
had an additional $8.1 nmillion available subject to borrow ng base restrictions.
The borrow ng base anount under the Textron facility is generally the sum of 80%
of eligible accounts receivable (the "Accounts Advance Ampunt") plus the |esser
of: (a) 90% of eligible inventory purchased by us from manufactures with whom
Textron has acceptabl e repurchase agreenents, plus 40% of other eligible
inventory; (b) $4,000,000; or 30% of the Accounts Advance Ampunt. An account
receivable will not qualify as an eligible accounts receivable if, anong ot her
things, it is not paid within 90 days after our invoice date, the custoner has
failed to pay nore than 25% of all accounts receivable owed by the custonmer to
us within 90 days after the invoice date, or to the extent that the custoner's
total accounts receivable exceed 15% of all of our eligible accounts receivable.

We use the Textron Facility to finance purchases of C sco products from
Cisco and fromcertain wholesale distributors. G sco provides 60-day terms, and
ot her whol esale distributors typically provide 30-day terns. Bal ances under the
Textron Facility that are within those respective 60- and 30-day periods (the
"Free Finance Period") do not accrue interest and are classified as accounts
payabl e in our bal ance sheet. W refer to non-interest bearing bal ances as
"inventory floor plan borrow ngs."
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To the extent that we can borrow under the Textron Facility, it gives us
the ability to extend the paynment terns past the Free Finance Period. Anpunts
extended past the Free Finance Period accrue interest and are classified as
not es payabl e on our bal ance sheet. These extended paynent bal ances under the
Textron Facility accrue interest at the prime rate (4.0% at March 31, 2004) plus
2.5% Working capital advances under the Textron Facility accrue interest at the
sanme rate as extended paynent bal ances. Because paynent cycles of sales to
school districts under the eRate program extend beyond 60 days, we expect we
will continue to carry extended paynent bal ances under the Textron Facility
during 2004. The total outstanding bal ance under the Textron Facility at March
31, 2004 was $6.9 million. Approxi mately, $5.7 nillion of that was within the
Free Finance Period and therefore is reflected as accounts payable on our
bal ance sheet at March 31, 2004 and approximately $1.2 million consisted of
ext ended paynent bal ances that bear interest and therefore is reflected as notes
payabl e on our bal ance sheet at March 31, 2004.

The Textron Facility contains restrictive covenants that are neasured at
each quarter end. These covenants require us to:

o} mai ntain M ni mum Tangi bl e Capital Funds of $2.2 million, which
is defined to be the sum of cash, trade accounts receivable,
i nventory and fixed net assets, mnus subordinated liabilities
mnus total liabilities, with total liabilities being defined
as accounts payabl e, accrued expenses and short- and | ong-term
not es payabl e;
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o} mai ntai n a nmaxi rum Debt to Tangi ble Capital Funds ratio of 6.0
to 1, and
o} to achieve a fixed charge coverage ratio of no less than 1.1

to 1.0, the fixed charge coverage ratio being defined as (a)

gquarterly net incone plus interest expense, taxes, and | ease

and rental expense divided by (b) [the sumof] (1) quarterly

i nterest expense, |ease and rental expense, and (2) quarterly
current maturities of |long-termdebt divided by 1-tax rate.

At March 31, 2004, we were in conpliance with the | oan covenants, and we
anticipate that we will be able to conmply with the | oan covenants during the
next twelve nonths. If we violate any of the | oan covenants, we woul d be
required to seek waivers from Textron and Silicon Valley Bank for those
non- conpl i ance events. |If Textron or Silicon Valley Bank refused to provide
wai vers, the anopunt due under the Textron Facility could be accelerated and we
could be required to seek ot her sources of financing.

Contractual Obligations

The following table summarizes certain of our contractual cash obligations
and rel ated paynents due as of March 31, 2004:

<TABLE>
<CAPTI ON>
PAYMENTS DUE BY PERI OD
(DOLLARS | N THOUSANDS)
LESS THAN 1
CONTRACTUAL OBLI GATI ONS TOTAL YEAR 1-3 YEARS 4-5 YEARS
<S> <C <C <C <C
Lease obligations ................... $1, 569 $ 418 $1, 151 $ --
Textron, interest bearing debt ...... 1, 204 1,204 -- --
O her debt obligations
299 95 204 --
$3, 072 $1, 717 $1, 355 $ --

</ TABLE>

During the second quarter of 2004 the INX and Val erent Dallas offices wll
occupy new of fice space under a six year |ease obligation. Expected paynents for
base | ease obligation are approximately $ - for 2004, $157,000 for 2005,
$205, 000 for 2006, $241,000 for 2007, $255,000 for 2008, $264, 000 for 2009 and
$110, 000 for 2010. The approxi mate previ ous annual |ease paynent for the |INX was
$108, 000.
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We do not have any material contractual purchase obligations. W purchase
inventory to fulfill in-hand orders fromcustoners and we try to mninize the
anount of inventory on hand to reduce risk that the inventory will becone
obsolete or decline in value. We are able to do this by relying on the ready
availability of products fromour principal suppliers.

We expect to be able to neet our contractual cash paynent obligations by
their due dates through cash generated from operations, augnented, if needed, by
borrow ngs under the Textron Facility, and through the proceeds fromthis
of fering.

Cash Flows. During the first quarter of 2004, our cash decreased by
$448,000. Operating activities provided $142,000, investing activities used
$139, 000 and financing activities used $451, 000.
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Operating Activities. Operating activities provided $142,000 in the first
quarter of 2004 as conpared to using cash of $1.3 million in 2003. The cash
provided in 2004 was primarily related to the net income of $39, 000. Adjustnents
to the net income for non-cash expenses included a reduction of bad debt expense
of $182,000, which was attributable to recovery of bad debt and decreases in
al | owances for notes receivable and the all owance for doubtful accounts
recei vabl e due to the shorter aging peri ods.

Changes in asset and liability accounts used $19, 000. The npst significant
use related to an increase in net working capital used for contracts in
progress which increased $902, 000 due to an increase in cost and estimated
earnings in excess of billings of $752,000, which was primarily related to
an increase in the Stratasoft customprojects in process at quarter-end.

I nventory increased $277,000 prinmarily due INX staging C sco products for
upcom ng projects. Accrued expenses increased primarily for accrued sal es
commi ssions and ot her payroll related costs. These uses of cash were
partially offset by an increase in accounts payable of $618, 000, which
related primarily to increased purchases of Ci sco products for sales by

I NX. The decrease in other current assets of $245,000 prinmarily related to
the return of bid deposits for INX bids on school projects. The decrease
in accounts receivable of $431,000 was partially related a $91, 000

recl assification of an I NX account receivable to a note receivable and
partially related to inproved collections during March 2004. Days sal es
out st andi ng i ncreased by 3 days from Decenber 31, 2003 to 60 days at March
31, 2004. In addition, deferred revenue increased $180, 000 for software
products sold on a note that was not due within twelve nonths of the note
origination. Revenue fromthis sale will be recognized in the accounting
peri ods that paynents fromthe customer are received

Investing Activities. Investing activities used $139,000 in 2004 conpared
to a use of $173,000 for 2003. Qur investing activities related to capita
expenditures in both periods were primarily related to purchases of conputer
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equi prent and software, and to a | esser degree, |easehold inprovenents. During
the next twelve nonths, we do not expect to incur significant capita

expendi tures requiring cash, except possibly for acquisitions, of which we
cannot predict the certainty or nagnitude.

Fi nanci ng Activities. Financing activities used $451,000 in 2004 as
conpared to using $67,000 in 2003. In 2003, our stock price increased
substantially, resulting in stock option hol ders exercising stock options, which
provi ded $59, 000.

During January 2004, the conpany repaid $1.7 mllion of interest-bearing
debt under the Textron Facility, however, at March 31, 2004, $1.2 nillion of
debt under the Textron Facility was interest-bearing and was classified as notes
payabl e rather than accounts payabl e.

On May 12, 2004 we closed a public offering of 500,000 Units. The Units
began trading on May 7, 2004, on the Anerican Stock Exchange under the synbol
I SR U Each Unit consists of two shares of conmon stock and one warrant to
purchase one share of common stock at a price of $12.45. The Units were offered
at a public offering price of $16.60 per Unit resulting in $6.5 mllion in
estimated net proceeds. The underwiters have an option to purchase up to 75,000
additional Units to cover over-allotnents. W intend to use the net proceeds of
this offering primarily for working capital and to repay interest-bearing debt

RELATED PARTY TRANSACTI ONS

W | ease office space fromAllIstar Equities, Inc., a Texas corporation
("Equities"), a conmpany wholly owned by James H. Long, our chief executive
of ficer. On Decenber 1, 1999 Equities purchased our corporate office building
and executed a direct lease with us with an expiration date of Decenber 31,
2004. In conjunction with Equities obtaining new financing on the building, a
new | ease was executed with us on February 1, 2002 with an expiration date of
January 31, 2007. The new | ease has a rental rate of $37,192 per nonth.

Fromtime to tinme we make short-term |l oans and travel advances to our
enpl oyees. The bal ance of approximately $16, 000 and $6, 000 relating to these
| oans and advances is included in the Conpany's bal ance sheet and reported as
part of Accounts receivable - affiliates at Decenber 31, 2003 and March 31,
2004, respectively.

26
<PAGE>
| TEM 3. QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK

We incur certain market risks related to interest rate variations because
we hold floating rate debt. Based upon the average anount of debt outstanding
during the three nonths ended March 31, 2004, a one-percent increase in interest
rates paid by us on our floating rate debt would not have resulted in an
increase in interest for the period.
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Qur busi ness depends upon our ability to obtain an adequate supply of
products and parts at conpetitive prices and on reasonable terns. Qur suppliers
are not obligated to have product on hand for tinely delivery to us nor can they
guar antee product availability in sufficient quantities to neet our denands.
INX's business is Cisco centric. Any material disruption in our supply of
products could have a naterial adverse effect on our financial condition and
results of operations.

| TEM 4. CONTROLS AND PROCEDURES

Under the supervision and with the participation of certain menbers of our
managenent, including our Chairman of the Board, Chief Executive Oficer and
principal financial officer, we conpleted an evaluation of the effectiveness of
t he desi gn and operation of our disclosure controls and procedures (as defined
in Rules 13a-15(e) and 15d-15(e) to the Securities Exchange Act of 1934, as
anended (the "Exchange Act")). Based on that eval uation, we and our nmanagenent
have concluded that, except as discussed in the follow ng paragraph, our
di scl osure controls and procedures at the end of the period covered by this
report were effective to ensure that information required to be disclosed by us
in the reports that we file or submit under the Exchange Act is recorded
processed, summarized and reported within the tine periods specified in the
rules and forns of the SEC, and are designed to ensure that information required
to be disclosed by us in these reports is accumul ated and communi cated to our
managenent, as appropriate to allow tinely decisions regarding required
di scl osures.

Grant Thornton LLP ("G ant Thornton"), our independent accountants,
identified and reported to the audit committee of the board of directors certain
internal control deficiencies that Grant Thornton considered to be significant
deficiencies under the standards established by the Arerican Institute of
Certified Public Accountants and the SEC. The identified internal control
deficiencies relate to (i) a material weakness invol ving contenporaneous
docunmentation of all terns related to revenue transacti ons and concl usi ons
regardi ng customer creditworthiness and (ii) a significant deficiency with
respect to the review of significant agreenments by our accounting personnel in
order to nonitor conpliance with their terns.

We took corrective actions to address these internal control deficiencies,
by inplenenting the follow ng neasures:

o] establ i shed i nproved procedures for the review of revenue
recogni tion policies and contract managenent polices and procedures;

0 held fornalized training of finance and sales staff; and
o] hired an additional person in our accounting departnent.

In the first quarter of 2004, there have been no other changes in our
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internal control over financial reporting that have naterially affected, or are
likely to affect, our internal control over financial reporting.

PART I'l. OTHER | NFORMATI ON
| TEM 1. LEGAL PROCEEDI NGS

In August 2002, |nacom Corp. ("Inacont) filed a lawsuit in the District
Court of Douglas County, Nebraska styled Inacom Corp v. |-Sector Corporation
f/k/fa Allstar Systens, Inc., claimng that |-Sector owed the sum of
approxi mately $570 to Inacomas a result of Inaconis term nation of a Vendor
Purchase Agreenent between |nacomand |-Sector. |-Sector believes that the claim
is without nmerit and intends to vigorously contest the demand.

27
<PAGE>
In March 2003, |-Sector and other parties were notified of a demand for
return of paynents relating to the business activities of a call center
custoner. In March 2004, |-Sector was inforned by the clainmant that clains wll
not be pursued at this time. |-Sector believes that the clains against it, if
re-initiated, are without nerit and intends to vigorously contest any demands
related to this matter.

|-Sector is also party to other litigation and claims whi ch managenent
believes are normal in the course of its operations. Wile the results of such
litigation and clains cannot be predicted with certainty, |-Sector believes the
final outcome of such matters will not have a materially adverse effect onits
results of operations or financial position.
| TEM 2. OTHER | NFORVATI ON

None

I TEM 6. EXH BI TS

Exhibit 1.1 Underwriting Agreenent by and between Paul son | nvestnent Conpany,
Inc. and |-Sector Corporation dated May 6, 2004 **

Exhibit 1.2 Amendrent to Underwriting Agreenent by and between Paul son
I nvest ment Conpany, Inc. and |-Sector Corporation, dated My 7,
2004 **

Exhibit 4.1 Specimen Unit Certificate **

Exhibit 4.2 Warrant Agreenent, including Specinen Warrant Certificate by and

bet ween |-Sector Corporation and American Stock Transfer & Trust
Conpany, dated May 7, 2004 **
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Exhibit 4.3 Purchase VWarrant issued to Paul son | nvestnment Conpany, Inc. by
| -Sector Corporation, dated May 7, 2004 **

Exhibit 4.4 Purchase Warrant issued to Pali Capital, Inc. by I-Sector
Cor poration, dated May 7, 2004 **

Exhibit 4.5 Purchase Warrant issued to S.W Bach & Conpany by |- Sector
Corporation, dated May 7, 2004 **

Exhibit 31.1 Certification of CEO & CFO pursuant to Rule 13a-14(a) *

Exhibit 32.1 Certification pursuant to 18 U.S.C. Sec. 1350 *

* Filed herewith

** Previously filed with the Conpany's Quarterly Report on Form 10-Q dated
May 17, 2004
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Pursuant to the requirenments of the Securities Exchange Act of 1934, the
regi strant has duly caused this report to be signed on its behalf by the
under si gned, thereunto duly authorized.

| - Sect or Corporation.

Date: May 27, 2004 By: /'s/ JAMES H. LONG

Janmes H. Long, Chief Executive Oficer,
Chi ef Financial Oficer, and
Chai rman of the Board

By: /sl JEFFREY A. SYLVESTER

Jeffrey A Sylvester, Secretary and
Controller

29
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EXH BI T | NDEX

Exhibit 1.1 Underwriting Agreenent by and between Paul son | nvestnment Conpany,
Inc. and |-Sector Corporation dated May 6, 2004 **

Exhibit 1.2 Amendrment to Underwriting Agreenent by and between Paul son
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I nvest ment Conpany, Inc. and |-Sector Corporation, dated My 7,
2004 **

Exhibit 4.1 Specimen Unit Certificate **

Exhibit 4.2 Warrant Agreenent, including Specinen Warrant Certificate by and
bet ween |-Sector Corporation and American Stock Transfer & Trust
Conpany, dated May 7, 2004 **

Exhibit 4.3 Purchase Warrant issued to Paul son | nvestnment Conpany, Inc. by
| -Sector Corporation, dated May 7, 2004 **

Exhibit 4.4 Purchase VWarrant issued to Pali Capital, Inc. by I-Sector
Cor poration, dated May 7, 2004 **

Exhibit 4.5 Purchase Warrant issued to S.W Bach & Conpany by |- Sector
Cor poration, dated May 7, 2004 **

Exhibit 31.1 Certification of CEO & CFO pursuant to Rule 13a-14(a) *

Exhibit 32.1 Certification pursuant to 18 U.S.C. Sec. 1350 *

* Filed herewith

** Previously filed with the Conpany's Quarterly Report on Form 10-Q dated
May 17, 2004

</ TEXT>

</ DOCUVENT >

<DOCUMENT>

<TYPE>EX-31.1

<SEQUENCE>2

<FI LENAME>h15841exv31wl. t xt

<DESCRI PTI ON>CERTI FI CATI ON OF CEO & CFO PURSUANT TO SECTI ON 302
<TEXT>

<PAGE>
EXH BIT 31.1
CERTI FI CATI ONS
I, James H Long, certify that:
1. | have reviewed this quarterly report on Form 10-Q A of |-Sector Corporation;
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2. Based on ny know edge, this report does not contain any untrue statenment of a
material fact or omt to state a naterial fact necessary to make the statenents
made, in light of the circunstances under which such statenents were nade, not

m sl eading with respect to the period covered by this report;

3. Based on ny know edge, the financial statements, and other financia
information included in this report, fairly present in all naterial respects the
financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

4. | amresponsible for establishing and naintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rul es
13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such

di scl osure controls and procedures to be designed under ny supervision, to
ensure that material information relating to the registrant, including its
consol i dated subsidiaries, is nmade known to nme by others within those
entities, particularly during the period in which this report is being

pr epar ed;

b) [Paragraph omitted pursuant to SEC Rel ease Nos. 33-8238 and 34-47986];

c) Evaluated the effectiveness of the registrant's disclosure controls and
procedures and presented in this report nmy concl usions about the

ef fectiveness of the disclosure controls and procedures, as of the end of the
peri od covered by this report based on such eval uation; and

d) Disclosed in this report any change in the registrant's internal contro
over financial reporting that occurred during the registrant's nost recent
fiscal quarter (the registrant's fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant's internal control over financial
reporting; and

5. | have disclosed, based on nmy nost recent evaluation of internal control over
financial reporting, to the registrant's auditors and the audit committee of the
registrant's board of directors (or persons perforning the equival ent

functions):

a) Al significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are reasonably
likely to adversely affect the registrant's ability to record, process,
sumari ze and report financial information; and

b) Any fraud, whether or not material, that involves nmanagenent or other
enpl oyees who have a significant role in the registrant's internal contro
over financial reporting.
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Date: May 27, 2004

/sl Janmes H. Long

James H. Long, Chief Executive
O ficer and Chief Financial Oficer

</ TEXT>

</ DOCUVENT>

<DOCUMENT>

<TYPE>EX-32.1

<SEQUENCE>3

<FI LENAME>h15841exv32wl. t xt

<DESCRI PTI ON>CERTI FI CATI ON OF CEO & CFO PURSUANT TO SECTI ON 906
<TEXT>

<PAGE>

EXH BIT 32.1

CERTI FI CATI ON PURSUANT TO
18 U. S. C. SECTI ON 1350,
AS ADOPTED PURSUANT TO SECTI ON 906
OF THE SARBANES- OXLEY ACT OF 2002

In connection with the Quarterly Report of |-Sector Corporation (the "Conpany")
on Form 10-Q A for the period ended March 31, 2004 (the "Report"), as filed with
the Securities and Exchange Commi ssion on the date hereof, I, Janes H Long
Chi ef Executive Oficer and Chief Financial Oficer of the Conpany, certify,
pursuant to 18 U. S.C. Section 1350, as adopted pursuant to Section 906 of the
Sar banes- Oxl ey Act of 2002, that:

1. The Report fully conplies with the requirenents of section 13(a) or
15(d) of the Securities Exchange Act of 1934, as anended; and

2. The information contained in the Report fairly presents, in all material
respects, the financial condition and results of operations of the Conpany.
/sl Janmes H. Long

James H. Long
Chi ef Executive Oficer and
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Chi ef Financial Oficer

May 27, 2004

</ TEXT>

</ DOCUMENT>

</ SEC- DOCUMENT>

----- END PRI VACY- ENHANCED MESSACE- - - - -
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